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Editorial Comment 


Since our last issue went to press, war the 
Another greatest scourge that can be visited upon hu- 
World manity broke upon the world. With the count- 
Conflict ess failures of tyrants in the world’s history 

as object lessons to the dictator, one wonders 
why a bold arch-despot could reappear in Europe to menace 
the freedom of peace-loving peoples. 

During the last week of August, when the shouts and 
the boasts and the demands of this European dictator be- 
came more insolent and menacing, the annual meeting of 
our Association was convened in Saskatoon. In marked 


contrast to those words of hate was the message to that 


gathering of Clem. W. Collins, President of the American 
Institute of Accountants and a representative from one 
great nation of this continent to another. “I firmly be- 
lieve,” he said, “that the friendship which exists between 
this great Dominion and my own United States will come 
in time to have a salutary effect upon the whole world. 
Human beings, be they dictators or the tools of dictators, 
cannot in their innermost hearts resist the power of good 
example of how two peoples may exist side by side without 
jealousy or mistrust .... Peace will come eventually to the 
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whole world because the democracies, with moral right and 
sound common sense on their side, will it so. These present- 
day interludes of bad manners, artillery movements and 
shouted threats will disappear. Meanwhile ours is the duty 
to keep the good example of peace and quiet constantly 
before the world.” 


It may be regarded as only a coincidence 
Onus Not on that a dictator found in Germany a base 
German People for his operations. In Great Britain, 
France and Canada the sentiment is ex- 
pressed that the democracies have no quarrel with the 
German people who for centuries have contributed to the 
blessings of the world in science, art and literature. The 
upheaval has come through the ambitions of one man. 
“England and France,” a member observed a few days ago 
in our Parliament, “went into this war with no selfish 
motives, with no hope of financial gain, with no desire for 
aggrandizement, with no imperialistic ambitions; they went 
in to save civilization from Hitler, a man who holds nothing 
sacred.” During the past year or more, evidence has not 
been lacking that individual liberties, national rights, treaty 
obligations and international boundaries may all be violated 
by him for the purpose of attaining his wild ambitions. 
Canada, as one of the members of the British Common- 
wealth of Nations, has taken its stand beside the Mother 
Country to help safeguard the democratic institutions of 
the world. Along with Great Britain, France and Poland, 
we believe that though “territory is but the body of a na- 
tion, the people who inhabit its hills and its valleys are its 
soul, its spirit, its life. Individuals may form communities, 
but it is democratic institutions, and their attributes, that 
can create and maintain a nation; and upon those demo- 
cratic attributes is predicated our progress, our advance- 
ment, and all that is dear to our hearts and very existence.’’* 
Canadians are supporting that belief to the extent that 
they will not hesitate to make the supreme sacrifice so that 
Freedom to which democratic peoples have clung like a 
rock for centuries “shall not perish from the earth.” The 
simile is prompted by those beautiful lines of Wordsworth’s 





*J. A. Blanchette in the House of Commons, Ottawa, 8th September 
1939. 
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“The Primrose of the Rock,” which we take the liberty of 
quoting: 
What hideous warfare hath been waged, 
What kingdoms overthrown, 
Since first I spied that Primrose-tuft 
And marked it for my own; 
A lasting link in Nature’s chain 
From highest heaven let down! 


The flowers, still faithful to the stems, 
Their fellowship renew; 

The stems are faithful to the root, 
That worketh out of view; 

And to the rock the root adheres 
In every fibre true. 


Close clings to earth the living rock, 
Though threatening still to fall; 
The earth is constant to her sphere; 

And God upholds them all. 


Canadians, then, have made their decision—a decision 
moreover that is not based on sentiment alone. “If we 
have the will to live and to preserve the reasons why we 
want to live, then we must build everything behind those 
great powers that have led the world along the path of 
light .... If we do not win in this war on the banks of 
the Rhine we shall have to fight it on the banks of the St. 
Lawrence, in the Indies and on the Mississippi . . . . Let us 
remember the two great nations that today stand at the side 
of Poland to preserve the treasures of civilization in the 
only way they can be preserved; to save the altars of liberty, 
the altars of religion from destruction by pagan force.’’* 


In our editorial column last March 
Accountants and reference was made to the action taken 
National Service by the profession in Great Britain, at 
the suggestion of the Ministry of 
Labour, in compiling a register of its members who would 
be prepared to offer their services to the government in 
a national emergency. The Executive Committee of our 
Association realizing that a national emergency in Great 





*Right Honourable Arthur Meighen in the Senate, Ottawa, 9th 
September 1939. 
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Britain would be reaching into the British Dominions con- 
sidered the advisability of preparing a similar register in 
Canada. In consequence, a form of questionnaire was pre- 
pared and, after having been examined by the Department 
charged with the organization of the accounting system in 
such an emergency, was sent last June to all members of 
the Association living in Canada. Up to the present seven 
hundred of the forms have been received and despatched 
to Ottawa. 


With this information before it, the Government has a 
wide range of choice of men who, because of their ex- 
perience in accounting and intimate knowledge of industry 
in general, can render valuable service in its numerous de- 
partments of activities in coming days. 

It is possible that the questionnaire form escaped the 
attention of many who were on vacation when it arrived. 
As there is no indication how long the war with Germany 
will last or the extent to which the members of our pro- 
fession will be needed to assume positions with the govern- 
ment, our Association invites those who have not filled the 
form to do so. Blanks may be obtained upon application 
to the Secretary-Treasurer, 10 Adelaide Street East, To- 
ronto, and on completion should be returned in duplicate 
to him. 


After every annual meeting of our As- 
Annual Meeting sociation we find ourselves wishing that 
of Association all members of the profession had been 

present to take part in the proceedings 
and to learn at first hand what the leaders of a great pro- 
fession are thinking and discussing. This is the case also 
after the thirty-seventh annual meeting of the Dominion 
Association held in Saskatoon the latter part of August 
when subjects of more than ordinary interest and import- 
ance were considered. The habitual absentee contents him- 
self with reading the report of meetings; but it is not 
possible in that way to come into full contact with these 
leaders. He cannot catch the spirit of good fellowship 
and national co-operation that permeates the sessions from 
the opening day to the close. Nor can his mind fully 
capture that ideal, deep in their minds though unexpressed, 
towards which the whole profession moves. A brief report 
of the meeting is published elsewhere in this issue and a 
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fuller account will appear in the 1939-40 year book of the 
Association reaching the membership at the end of this 
month. 

Members had the advantage this year of the presence 
of two outstanding representatives of the profession out- 
side Canada—George R. Freeman of London, a former 
President of the Institute in England and Wales, and Clem 
W. Collins of Denver, to whom we have already referred. 
Mr. Freeman read a paper on some every-day problems of 
the chartered accountant which stimulated discussion and 
encouraged a free exchange of views. The paper is pub- 
lished this month. 


The subject of Mr. Collins’ address 
Accountants’ Report to the convention was “Accounting 
Only an Opinion in the Public Interest.” Among his 

observations is one on accountants’ 
reports that chartered accountants should stress whenever 
the occasion for doing so presents itself. ‘There is,” Mr. 
Collins said, “much evidence, in the United States at any 
rate, that the public misunderstands the nature and pur- 
pose of independent public accountants’ reports. So far, 
our courts have, in the main, given the proper construction 
to such reports, but there are continued attempts to hold 
accountants liable as guarantors. There is entirely too 
great a tendency to read the accountant’s report Chinese 
fashion, that is, by beginning at the end, with this im- 
portant difference: the reader too often does not read 
beyond the signature. If he finds the name of an account- 
ing firm attached, especially if the firm is one he knows 
and in which he has confidence, he is satisfied, and assumes 
that everything is in order, and that every figure in the 
report may be taken at face value, although the report may 
be full of warning signals and qualifications. 


“Tt is still not understood that accounting is not an exact 
science able to produce a statement of exact values. The 
accountant’s report is, in essence, nothing more than an 
opinion. It is, in practically all cases, a reliable opinion, 
but it is none the less an opinion. His training, skill and 
experience enable the accountant accurately to interpret 
the records and the transactions which they reflect, with 
rare exception. But, at some point, reliance must be put 
on some factor which is incapable of complete verification. 


233 


PORN Tt 





THE CANADIAN CHARTERED ACCOUNTANT 


There must be a certain degree of reliance on human in- 
tegrity. Experience has proven that, with rare exception, 
the opinion of the accountant may be relied upon, but it 
should be more widely understood that his report is never- 
theless an opinion.” 


In the opinion of the annual meeting, this 
Uniform year marked a definite step in the progress 
Examinations of the educational policy of the profession. 

Plans are now completed for the holding 
of uniform examinations by the provincial Institutes in 
December next, and the annual meeting adopted the report 
on uniform examinations and education made by Mr. Mapp’s 
committee who had laboured so assiduously since the last 
annual meeting in Halifax to formulate plans towards the 
realization of this great aim. There is no doubt that in 
years to come the accomplishment of this committee will 
be regarded as an epoch-making event in the progress of 
our profession in Canada. The annual meeting demon- 
strated in no uncertain way its appreciation of the com- 
mittee’s labours and devotion. 


We publish this month the second instal- 
The Learned ment of Mr. Jeal’s instructive article on 
Judges and the learned judges and the auditor, in 
The Auditor which he presents his observations on the 

results of the deliberations in the Courts 
for the past half-century in respect of auditors and their 
duties. 

In last month’s issue he dealt first with the statutory 
position of the auditor as derived from three distinct 
sources—the statutes such as Companies Acts containing 
rules and regulations of procedure, case law and profes- 
sional and commercial usage. He then described how the 
auditor came into contact officially with the courts through 
ordinary civil actions, actions brought against them in the 
exercise of their functions, and criminal proceedings. The 
third division of his subject—the judicial interpretation of 
auditing and accounting questions, begun then, is continued 
in this issue. 

In his discussions of the general tendencies of the Bench, 
Mr. Jeal points out that the judgments handed down over 
the years have been characterized by (1) a disinclination 
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to generalize and a close attention to the precise facts of 
each case, (2) an emphasis on the importance of the spirit 
or intention of the law as distinct from the letter, and (3) 
the attachment of great importance to accounting, audit- 
ing and commercial practice. Referring to the respect 
which the courts have shown for usage, he points to a gen- 
eral rule also followed in the courts of this country, namely 
that through expert evidence the Bench tries to ascertain 
what other practitioners would have done in similar cir- 
cumstances, “allowance being made for the tendency of 
people to show more wisdom after an event than before it.” 
He also makes the observation, which every reader will 
appreciate, that the Bench has been reluctant to enunciate 
rulings which would tend to have the effect of tying the 
hands of officers of companies or of placing upon them 
responsibilities unduly onerous and inconvenient in the ex- 
ercise of honest business and professional practice. Finally 
the writer by a study on a chronological basis inquires 
whether the interpretation by the judicial mind of the audit 
function has undergone change with the passage of time. 
Here is a series of two articles on a subject that has pro- 
found interest for the practising accountant—articles that 
are to be studied and not merely read, and the Editorial 
Committee is happy in the opportunity of bringing them 
to readers. 
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PRESIDENT’S ADDRESS* 


- IS a great honour to have the privilege of welcoming 
you to the thirty-seventh annual meeting of The Do- 
minion Association of Chartered Accountants. May I also 
add my sincere personal greetings to the kind words ex- 
pressed by the representatives of our provincial government 
and city of Saskatoon. 

This meeting affords the opportunity of increasing our 
knowledge of the problems to be faced, and the results of 
your deliberations and social contacts will be of benefit and 
profit to us all individually and to the profession as a whole, 
in that the discussions and conferences will emphasize in 
the minds of all of us, if that be necessary, the importance 
and responsibilities of our work. 

We are honoured by having with us at this meeting two 
distinguished guests in the persons of Mr. George R. 
Freeman, F.C.A., a Past President of the Institute of Char- 
tered Accountants in England and Wales, and Mr. Clem W. 
Collins, President of the American Institute of Accountants. 
During the course of our sessions you will hear, what I 
know will be, outstanding addresses delivered by these 
gentlemen, and I would also take this opportunity of cordi- 
ally inviting them to take part with us in all the various 
items on our programme. 

May I at this point express my appreciation and grati- 
tude for the help I have received from those who hold office 
on the executive committee, Mr. F. A. Nightingale of Hali- 
fax, immediate past president, Mr. A. E. Cox, vice-president 
of Saint John, Colonel A. E. Nash of Toronto, chairman of 
the finance committee, Mr. H. G. Norman of Montreal, 
chairman of the legislation committee, Mr. Fred Johnson 
of Winnipeg and Mr. A. H. Carr, secretary-treasurer. Mr. 
Carr and his staff have rendered the best possible service on 
behalf of the profession and I would personally like to thank 
him for his work, which cannot be fully appreciated unless 
one has had the opportunity of seeing in person the extent 
and variety of the subjects considered. 

I would also commend to you the work of the magazine 
committee and the editorial committee under the chairman- 





*Address given by William E. Hodge, F.C.A., President of The 
Dominion Association of Chartered Accountants, at the Thirty-Seventh 
Annual Meeting, Saskatoon, Saskatchewan, 23rd August 1939. 
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ship of Mr. W. J. Saunders, F.C.A., Toronto. The profession 
owes the members of this committee, along with the Editor, 
Mr. Carr, a deep debt of gratitude for their untiring efforts 
in bringing our Magazine to the position it holds today 
among other publications and especially in accounting litera- 
ture. 

As your representative, I had the honour and privilege 
of attending the annual meeting of the American Institute 
of Accountants at Cincinnati, Ohio, in September 1938, and 
the hearty welcome I received there confirmed the cordial 
relations which have existed for many years between this 
Association and our own, and was an assurance of the 
growth of this friendship. The programme and discussions 
at this meeting covered a large number of topics and it 
was interesting to note that their problems are very similar 
to our own. Our Association was also signally honoured by 
the request that our secretary-treasurer present a paper on 
“Accounting Examinations in Canada,” which was most 
heartily received, 


During the past year I had the opportunity and pleasure 
of meeting a number of the members of our Constituent 
Institutes. After the meeting of our executive committee 
in Toronto last February I attended the mid-winter banquet 
of the Ontario Institute and I want to congratulate them on 
the splendid publicity obtained for the profession through 
this function, which was addressed by Sir Gerald Campbell, 
the High Commissioner for Great Britain in Canada. In 
April I was the guest at a special meeting of the Manitoba 
Institute and in June I attended the annual meetings of 
the Western Provinces. I regret it was not possible for me 
to accept the invitation to visit the Society of Chartered 
Accountants of the Province of Quebec, but on my request 
Mr. Norman and our secretary acted for our Association 
on this occasion. In all instances pleasing arrangements 
had been made for my entertainment and every opportunity 
was afforded me of meeting and discussing the work of the 
Association with the members. 

Last year Mr. Nightingale, your president at that time, 
expressed the view that it was not only desirable but es- 
sential that contacts be made from time to time by the 
executive officers with the Provincial Institutes, and I 
heartily concur with him in this regard. On several oc- 
casions individual members informed me that through these 
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contacts they were able to obtain a better idea of the work 
of the Dominion Association and I believe this contributes 
materially to the success of our Association. 

On my recent visits I was impressed by the desire of 
the members to learn of the activities of the Dominion 
office and other institutes by the seriousness of their de- 
liberations and by the active interest taken in the welfare 
of the students and in other matters of professional im- 
portance. 

When one reviews the work of the past few years the 
sincere and hearty co-operation of the Constituent Institutes 
of this Association is exceedingly gratifying and, in my 
opinion, is a splendid object icsson to many individuals and 
other similar bodies. In Canada today almost every public 
question is approached in a spirit of provincialism which, 
in itself, prevents and obstructs the development of our 
country, creating as it does prejudices and robbing of bene- 
fits which would be our natural right were our people united. 
Without a greater degree of unity of action and purpose our 
Dominion cannot progress or take its rightful place among 
the nations of the world. I merely mention this to empha- 
size the fact that in our small way we, as an Association, 
especially in approaching the question of uniform standards 
and examinations, are setting an example of co-operation 
throughout the profession in Canada and, by demonstrating 
what can be accomplished in the spirit of co-operation, are 
playing some part in remedying this situation. 

During the past year many matters of importance to 
our Association and profession have been considered and 
I am of the opinion that activities formulated in prior years 
have, during my year of office, almost become accomplished 
facts. 

The educational training and examinations of students 
appear to be of vital interest in all the Institutes which I 
visited and I cannot help feeling that the growth and future 
of our profession are assured by the manner in which this 
problem is receiving attention. 

Two years ago Mr. Kris Mapp gave us a paper on “Uni- 
formity in Education and Examinations” and at the last 
annual meeting your executive committee received your 
authorization to proceed in this regard. Words cannot 
express the gratitude to Mr. Mapp and his committee for 
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their work in this connection. We have every justification 
for feeling proud at the progress made in so short a space 
of time. This year practically all the Institutes will par- 
ticipate in the scheme of uniform examinations and next 
year it is anticipated that such examinations will be 
Dominion wide. However, considerable work is yet neces- 
sary in preparing the details of a uniform course of study 
as well as in carrying out the plan for examinations before 
uniformity in education, service and qualifications are 
brought about. It will not be denied that existing standards 
of qualifications for students are much more adequate than 
they were a score or more years ago and we must use our 
best efforts to impress upon our students the need for a 
broader realization of their responsibilities in the profession 
which they are choosing for a lifework. 

In the year 1937 the accounting profession in Great 
Britain formed an association known as the “Accounting 
Research Association,” the chairman at the inaugural meet- 
ing being Mr. George R. Freeman, who is present with us 
today. Last year in Halifax the annual meeting expressed 
itself in favour of co-operating with Queen’s University in 
a programme of research into accounting procedure and 
principles and gave authority to your executive to enter into 
negotiations with the university with that end in view. 
Subsequently a research committee was appointed compris- 
ing Colonel Nash, Mr. A. B. Shepard and Mr. D. M. McClel- 
land of Toronto and Mr. K. W. Dalgish of Montreal, with 
Mr. McClelland as chairman. 

Your committee have given this question their most 
careful consideration and have been cautiously feeling their 
way, but the results to date are not very pretentious. A 
report on the progress made will be submitted for your 
consideration and I would take this opportunity of express- 
ing our appreciation of the work of the committee and 
especially of Mr. McClelland, the chairman. I note the 
American Institute of Accountants have recently taken 
action along similar lines in conjunction with Columbia 
University and I am sure we shall all be pleased to hear 
both from Mr, Freeman and Mr. Collins as to the progress 
made in their respective countries in connection with this 
important matter. 

A year ago your executive committee were directed to 
submit to this meeting proposed amendments to the by-laws 
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covering the rotation of the annual meetings and the method 
of election of its officers. Such amendments have been 
prepared and submitted to each of the Provincial Institutes 
and it is gratifying that the recommendations have been 
accepted by the majority of them. A few objections have 
been received, but if the proposals are viewed in a spirit 
of co-operation, with a full appreciation of all the circum- 
stances, and are considered in the general interests of the 
profession, it is felt that they will receive the hearty en- 
dorsation of you all. 

The reports of the various committees are fully compre- 
hensive and I do not deem it necessary to deal at length 
with our activities of the year, but I would be delinquent 
if I did not mention the work of the committee on account- 
ing terminology and express appreciation of the work of 
Mr. John Parton, its energetic chairman. We are all re- 
ceiving the benefits of his efforts and many favourable 
comments have come in regarding the compilation of the 
accounting dictionary. 

During the past year many events of national and inter- 
national importance have occurred. When we met in 
Halifax a year ago tension existed in international affairs 
which became more accentuated during last September 
when Mr. Nightingale was in Berlin attending the Inter- 
national Congress and our secretary-treasurer and myself 
were in Cincinnati. At that time war almost seemed 
inevitable but through the efforts of the Prime Minister 
of Great Britain and the Munich Conference we have to 
date been spared the horrors of war. In spite of everything 
world conditions are far from settled and I am sure I am 
expressing your views in hoping that in the months to 
come a solution will be found for settling the present world 
differences, which in some respects seem to be beyond 
solution. We can feel assured that no effort will be spared 
to this end provided our freedom of thought and action are 
not prejudiced. 

In order to meet any state of national emergency which 
might arise, a register of the names and particulars of 
the members who would be prepared to offer themselves for 
appropriate work in their professional capacity was pre- 
pared. The response to the questionnaire sent out from 
the Dominion secretary’s office was very gratifying and 
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to date 618 replies have been received and despatched to 
the Comptroller of the Treasury for co-ordination purposes. 

The year cannot be passed over without reference being 
made to the visit of Their Majesties King George VI and 
his gracious consort Queen Elizabeth to our Dominion, the 
first visit of a ruling monarch to one of his self-governing 
dominions beyond the seas. The welcome extended to their 
Majesties throughout their visit from all parts of our 
country, and the goodwill, patriotism and enthusiasm dis- 
played by our citizens have demonstrated our loyalty and 
emphasized our position among the British Commonwealth 
of Nations. 

Economic conditions during the past year have not 
improved to any marked degree which may be attributed to 
the unsettled foreign situation. Domestically there has not 
been much, if any, improvement; prices especially in agri- 
cultural products are no better than they were a year ago 
and the unemployment problem is no nearer solution. De- 
ficits both national and provincial are an annual occurrence 
and until some action is taken to face these conditions I 
doubt whether much improvement in the business or finan- 
cial world can be expected. 

In so far as the West is concerned, it is with regret that 
while a bounteous crop appeared possible a few weeks ago 
the ravages of drought and grasshoppers have again taken 
their toll, and numbers of our farmers will again have to 
look to their governments for aid. While some steps have 
been taken by federal legislation to meet this situation the 
low prices obtainable still leave the agriculturalist facing 
unsolved difficulties. 

Today we see fear, uncertainty of the future and other 
factors retarding the development of business. Heavy taxa- 
tion in various forms, together with governmental interfer- 
ence and control, has destroyed confidence and the will to 
seize opportunities offered, and there is a growing tendency 
to allow funds available for these purposes to lie idle in 
our banks in preference to employing them for productive 
purposes. Until fear is overcome and faith restored in 
the institutions of our country these funds will continue to 
be loaned to our governments and used by them for expendi- 
tures which are in many instances non-productive. Cannot 
we as a profession and with our training in business and 
financial matters do a great deal to restore confidence in 
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the future which will again of its own accord divert the 
funds into new channels of productivity ? 

In the words of Mr. George Cochrane, C.A., taken from 
an address given at the last mid-year dinner of the Quebec 
Society: “Modesty should not restrain us from a realization 
that our training and practice fit us as well as any and 
better than most, to render disinterested service in the 
establishment of facts and to present them in simple and 
understandable language and statement. In this field we 
can contribute to the end that a way may be found out of 
the morass of wrong thinking and worse action in which 
our world seems to be lost.” Surely we have more responsi- 
bility in this matter especially in face of the following words 
used a few years ago by a Prime Minister of Great Britain. 

“The limitations upon the accountant’s functions have 
largely disappeared, and today he is regarded by the busi- 
ness man in the same way as the family solicitor was re- 
garded by the household—as an indispensable friend and 
adviser whose opinion must be obtained before any great 
business enterprise is undertaken or any great financial 
transaction carried through. There has grown up a fam- 
iliarity on the part of accountants with all the innermost 
ramifications of business, which means that today not only 
are their services required for those concentrations and 
amalgamations which are the feature of the present time 
but we find accountants invited to become directors of 
companies, arbitrators in trade disputes and on trade 
boards, assessors upon government committees, and advis- 
ers to the government in matters of the highest national 
and international concern. That they should have attained 
to this great position in public estimation implies that the 
public has learned to place confidence not merely in their 
professional competence but also in their personal character, 
in their sense of honour, and in their sense of fairness and 
justice.” 

Having referred to the position which our profession has 
attained in what may be termed a short period of time— 
for we are one of the younger professions — our minds 
naturally turn to the future and wonder what it holds in 
store. I would not presume to prognosticate but will simply 
leave with you the following views expressed by Lord Stamp 
in an address delivered last October: 
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“A planned world will only be kept in working order, it 
seems to me, by a phenomenal development of accountancy ; 
a half planned world will only be kept from chaos by almost 
a miracle of costing and impersonal accountancy. If the 
superior bookkeeper of one hundred years ago had been 
faced straight away, in one showing, with the vast ramifi- 
cations of your profession and the innumerable ways in 
which you assist, support, control, check and advise the 
community, he would have been appalled at that extension 
of his thought and his responsibility; but I do not think 
the gulf between those two is any greater, if as great, as 
the gulf that is likely to exist between the kind of things 
you are educating your young men to do now and what 
accountants may be called upon to do in one hundred year’s 
time.” 

In view of the foregoing it would appear as if we are, 
so to speak, at the beginning of a new epoch which carries 
with it new responsibilities as expressed by the president 
of the Commonwealth Institute of Accountants (Australia) 
in the following words: 

“Commerce, finance, industry and government indicate 
the need for the education and training of future executives. 
In this respect there is a great trust because not only is it 
the money which is employed that has to be properly safe- 
guarded and used, but the livelihood and employment of 
those engaged. The coming executives will require greater 
qualities of organization, tact, driving power, common sense 
and personality. In some respects, these might be regarded 
as intangibles, but they are elements which, together with 
specialized knowledge and training, go to make our future 
leaders in the various spheres of life. A knowledge acquired 
from technical training is not alone sufficient for one prop- 
erly to take his place in administration. In the training 
and the practice of accountancy, these characteristics must 
be developed if accountancy is to take its proper place in 
economic society.” 

Our responsibilities are great and in the interests of 
the profession it rests with every one of us to do his utmost 
to maintain the ideals and justify the confidence placed in 
him. We are often reminded of the fact that we cannot 
stand still and retain our position, for if we do not progress 
others will take our place. Means must be found to meet 
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and overcome these changing conditions and to take advan- 
tage of opportunities when offered. Our association will 
continue to grow in usefulness and public appreciation if we 
give of our best to these problems. 


SOME PROBLEMS OF THE PRACTISING 
ACCOUNTANT* 


By George R. Freeman, F.C.A., London, England 


HE June 1939 issue of THe CANADIAN CHARTERED ACCOUNT- 
ANT contains a general index of eight volumes, July 
1935 to June 1939, and a close perusal of that index shows 
the wide diversity of subjects which engage the attention 
of members of our profession and the great variety of 
matters of which they can be expected to have some knowl- 
edge. Having in mind my projected visit to this annual 
meeting of your Association and the probability that I 
would be invited to prepare an address to be delivered 
thereat, I had been cogitating over a suitable title which 
might develop into something of general interest and hoped 
that the index might help me to some inspiration. Alas, 
the contrary was the case, as I found that even a few ideas 
which had been passing through my mind had already been 
the subject of lectures or articles in your journal and it 
became a difficult matter to fix on something suitable. How- 
ever, I trust that the setting out of some problems which 
occur in practice, sometimes frequently, sometimes rarely, 
may have the effect of provoking discussion and may not 
be found to be altogether a waste of time. 


A favourite character in British broadcasting calls him- 
self Syd Walker; his speciality is the relating of stories 
containing some difficulty which confronts his assumed 
characters, and listeners are requested to send postcards 
with their solutions of the proper course to be pursued in 
order to overcome the dilemma. His slogan is “What would 
you do?” and the following week he announces the most 
popular verdict as shown by the majority of the postcards, 
and says whether he is in agreement or otherwise. In 


*A paper read at the thirty-seventh annual meeting of The Domin- 
ion Association of Chartered Accountants at Saskatoon on 24th August 
1939 by Mr. Freeman, a former president of the Institute of Chartered 
Accountants in England and Wales. 
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some respects I intend to follow somewhat similar lines, as 
you will find that, as regards a few of the problems I pro- 
pose to put before you today; I am not prepared to give a 
decisive answer, but should like to know “what you would 
do.” In other cases, however, one has gone so far as to sug- 
gest a definite course of action, or a compromise to over- 
come a difficulty. 


Should the Balance Sheet Be Signed by the Directors Before 
the Report of the Auditors Is Signed? 


Limited companies in Great Britain are governed by 
The Companies Act, 1929. I believe I am correct in saying 
that legislation as to limited companies in Canada is prin- 
cipally contained in The Companies Act, 1934 and the 
Companies Act Amendment Act, 1935. For brevity, I refer 
to these as the British Act, or the Dominion Acts, as the 
case may be. 


Section 129(1) of the British Act provides: 


Every balance sheet of a Company shall be signed on behalf 
of the board by two of the directors of the Company .... and the 
auditors’ report shall be attached to the balance sheet .... 


The requirements of Section 116(1) of the 1934 Domin- 
ion Act are in almost identical terms. 


Section 184(1) states: 


The auditors shall make a report to the members on the 
accounts examined by them, and on every balance sheet laid before 
the company in general meeting during their tenure of office, and 
the report shall state— 

(a) whether or not they have obtained all the information and 
explanations they have required; and 

(b) whether, in their opinion, the balance sheet referred to in 
the report is properly drawn up (etc., etc.). 


This, again, is almost repeated in Section 120(1) of the 
1934 Dominion Act. 


It frequently happens that a difference of opinion arises 
between the directors of a company and the auditors as to 
the time at which the respective signatures should be ap- 
pended to the required documents. Directors are apt to 
contend that the responsibility for the checking of the 
accounts lies with the auditors and that consequently the 
directors should not be expected to sign the balance sheet 
until the auditors have satisfied themselves as to its correct- 
ness and that the proper indication of this is the signing 
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of the auditors’ report. In the case of an old established 
company, incorporated prior to the 1907 British Act (by 
which Act signature of the balance sheet by directors was 
first required) one has heard the argument advanced by 
directors that the auditors had been in the habit of signing 
their report without any signatures of directors on the 
accounts and there was no reason for any modification of 
the position of the auditors in consequence of the new 
enactment. In theory the drawing up of the balance sheet 
is the responsibility of the directors and one can almost 
infer from the Acts that the rights and duties of the 
auditors as regards that document do not commence until 
after it has been signed on behalf of the board. In many 
cases this would, of course, be an impossible position, if 
for no other reason than that it might defer the publication 
of the accounts of the company beyond the statutory limit 
of time after the close of the financial year. 

Some of my professional brethren have informed me 
that they never sign their report as auditors until the 
balance sheet has been signed by the directors, but I should 
imagine that there are not many who can make this definite 
statement without qualification. In quite a number of 
instances, where the directors of a company desire my firm 
to inform them that the accounts are approved by us as 
auditors before they will sign the balance sheet, our prac- 
tice is to initial the accounts, which the directors accept 
as sufficient indication that we are prepared to append our 
full signature when they have themselves signed. 

A curious position arose some years ago in one of our 
audits. The company had only three directors and by the 
articles of association a quorum of directors was at least 
three. We knew that one of the directors objected to the 
form in which the balance sheet had been prepared and 
particularly as to the treatment of one considerable item. 
The accounts were forwarded to us by the solicitors of the 
company and the balance sheet bore the signatures of the 
other two directors “On behalf of the Board.” The Solici- 
tors had occasion to telephone to us on some small matter 
on the morning on which we received those signed accounts 
and they happened to mention that the two directors who 
had signed the balance sheet had been in their office the 
day before. The obvious question then put to them was 
“Had the Board Meeting been properly convened?” They 
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had to admit that these two directors had attended at 
their office without any notification having been sent to 
the other director and, therefore, the meeting was not 
properly convened. Had we accepted the position in the 
first instance without any comment we might have been 
in grave difficulties as regards the position of the director 
who did not approve of the balance sheet, and certainly, if 
we had signed our report as auditors before the directors 
had signed the balance sheet, we should not have had an 
opportunity of discovering the informality as regards their 
signatures, 


The Duty of Auditors Where the Company Does not 
Prepare Accounts 

It happens not infrequently that for various reasons 
in the case of a private company no accounts are submitted 
to the auditors on which they can report, and the question 
arises whether any duty lies on the auditors to make repre- 
sentations that the company is contravening the Acts. In 
one such recent instance, although the company was con- 
tinuing to trade, no accounts were, in fact, definitely com- 
pleted later than those for the year 1935. Draft accounts 
for subsequent years were prepared from time to time, but 
in consequence of disputes as regards values of stocks and 
other assets, and the ascertainment of the correct amounts 
of liabilities, etc., no agreed balance sheets could be formu- 
lated. The annual general meetings were duly held, but 
on each occasion the shareholders were informed that the 
accounts would be produced when practicable, and nothing 
further happened. This case seems to raise the question 
whether the Companies Acts should not provide for the 
filing of balance sheets once at least in every calendar year 
by private companies as well as by public companies, or 
that in the case of private companies a declaration should 
be made by the directors that annual accounts in proper 
form have been duly laid before the company in general 
meeting. 


Companies Trading With the Knowledge of Insolvency 

What responsibility, if any, lies on auditors if they 
consider that a company is continuing to trade whilst in- 
solvent? Some years ago we held the audit of a concern 
which was a subsidiary of a successful parent company of 
which also we were auditors. The subsidiary made con- 
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siderable losses on trading, far in excess of its subscribed 
capital, but the parent company provided necessary funds 
from time to time and was the principal creditor. Disputes 
arose among the directors of the parent company, some of 
whom were on the board of the subsidiary, and in the subse- 
quent rearrangement of the management we lost both 
audits. Some two or three years afterwards the subsidiary 
company was forced into compulsory liquidation, the then 
directors of the parent company having refused to continue 
the financing of the losses. The Official Receiver wrote to 
us asking whether, at any time during the period when we 
were auditors of the subsidiary company, we had ever 
pointed out to the directors that the company was insolvent. 
The suggestions underlying this request from the Official 
Receiver seemed to be two-fold. If our reply had been that 
at some time or another we had pointed out to the directors 
that the company was insolvent, the Official Receiver might 
have been able to use that as information to enable him to 
take action against the directors. On the other hand, an 
implication of the Official Receiver’s request to us appeared 
to be that it should have been our duty to inform the direc- 
tors of our views. During the time we were auditors it did 
not seem to us that there was any necessity to inform the 
directors of the subsidiary company of an obvious fact that 
that company was in itself, and strictly speaking, insolvent, 
particularly as the parent company, with full information 
available to its board, was quite prepared to “carry” it, 
and my view is that the directors would have been quite 
right if they had told us to mind our own business. I think 
our letter to the official Receiver sums up our contention: 


The Official Receiver in Companies Liquidation. 
Dear Sir, 
Company, Ltd. 
(In Liquidation) 

We are in receipt of your letter of the 7th instant with refer- 
ence to the above Company. 

We were Auditors up to and including the Accounts for the 
year ended 31st December, 1931. 

We have always looked upon the Company as being a sub- 
sidiary of the B Co. Ltd., who financed the Company as 
and when required. 

We are unable to trace that we at any time made a written 
communication to the Company or its Directors regarding its 
solvency or otherwise. 
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We think it right to remark that the question as to whether 
a particular Company is at any time solvent or insolvent must be 
largely a matter of opinion and must have regard to all the cir- 
cumstances of the case. 


On the other hand, some years ago we were auditors of 
a concern which was obviously deeply involved and there 
seemed no hope of improvement. In that case we did attend 
a board meeting of the company where we pointed out our 
views to the board and requested that the interview and 
the purport of our remarks should be entered in the minute 
book. This was accordingly done and subsequently when 
the company had to go into compulsory liquidation the 
Official Receiver expressed the opinion that we had adopted 
the correct attitude in the circumstances and had done no 
more than our duty. 

In the matter of Allen Craig & Co. (London) Ltd., in 
liquidation, reported in The Accountant of the 24th March 
1934, on a misfeasance summons taken out by the liquidator, 
the Court held that the managing director was personally 
liable for debts contracted by the company after the Ist 
November 1929, under Section 275 of the (British) Com- 
panies Act. To some extent the judge would appear to have 
been influenced in his decision by the fact that on several 
occasions from 1924 onwards the auditors had called the 
attention of the company to its serious financial position 
and that there was a deficiency of assets as regards the 
creditors. In the same case the liquidator endeavoured to 
attach liability to the auditors, mainly on the ground that 
they had not taken steps to see that their reports from 
year to year had been communicated to members of the 
company. Mr. Justice Bennett held that the auditors had 
fully carried out their duty in this respect by sending their 
report to the secretary of the company, leaving the secre- 
tary or directors to perform the statutory duty of convening 
a general meeting to consider the report. 


Clients Carrying on Fraudulently 

Whilst such cases are fortunately rare and none has 
come within my personal experience, it has happened that 
auditors have on occasion discovered, or have had good 
reason to suspect, that the business upon which they are 
engaged is being conducted in a fraudulent manner. In such 
circumstances the professional accountant is in the serious 
dilemma of having to decide whether he should inform the 
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authorities, which would in effect be tantamount to dis- 
closing the secrets of his clients, ascertained by him in the 
course of his profession, or whether he should remain silent 
and thus not only possibly be morally “an accessory after 
the fact,” but also allow the fraud to continue to the detri- 
ment or serious loss of others. In one well-known case of 
nearly a generation ago, much comment was caused by the 
action of the auditors, who, having discovered in the course 
of their employment, that the system of trading of a par- 
ticular concern was open to grave objection, reported the 
matter to the public prosecutor, with the result that the 
principal offender was charged with fraud and suffered 
imprisonment. Some members of the profession at that 
time were of the opinion that the auditors had exceeded 
their prerogatives in the action they took, but many others 
felt that they were perfectly correct, particularly as, if 
nothing had been said, the frauds would have continued. 

Perhaps a still more difficult problem to decide arose 
out of a taxation fraud. The audit was always conducted 
in the accountant’s office, the books and documents being 
sent to them for that purpose. On one occasion the audit 
clerk did happen to go to the works and was shown into a 
room to wait for the man he wanted to interview. Whilst 
there he noticed a book marked “Sales Day Book” and, 
looking at it casually, he soon saw that it was not one of 
the books which was sent for audit. Enquiries disclosed 
that it contained particulars of sales by the company which 
had been suppressed and that there were in fact two sets 
of books and accounts, one of which, deliberately prepared 
for “audit” purposes and taxation figures, showed consid- 
erably less profit than the true position. As the auditors 
had unwittingly used these false figures in their computa- 
tions for the agreement of the income tax assessments with 
the inspector, they felt bound to inform him that they had 
been misled. Again, the result was a prosecution of and 
imprisonment of the chief culprit. 

Shortly after the end of the last war, my firm were 
asked to advise on a claim for negligence against profes- 
sional accountants arising out of defalcations of a company 
by two of their employees who were in charge of an import- 
ant branch. The facts were peculiar, as the original idea 
was merely the charging up of fictitious expenditure for 
the purpose of evading taxation and for some considerable 
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time the amounts so charged were placed to the credit of 
a special banking account in the names of the two em- 
ployees, and the sums so obtained were used for the pur- 
poses of the company, such as extensions of buildings and 
purchases of further plant and machinery. The auditors 
were, to say the least, complacent and would have appeared 
to have shut their eyes to this procedure. However, the 
employees became greedy and increased the fictitious with- 
drawals in various ways, but began to use a considerable 
part of the “fund” for themselves. The taxation authori- 
ties had their suspicions that all was not right, as the 
company was apparently full of work and prospering, but 
the profits for taxation purposes were meagre. They re- 
quested the auditors to make a special investigation and 
report, but this did not disclose anything of importance. 
The taxation authorities thereupon decided to take matters 
into their own hands and sent two of their staff to make 
an investigation. In the matter of a few hours they brought 
to light extensive defalcations which the auditors claimed 
had not been apparent to them, but, undoubtedly, there 
was grave suspicion that they had not wanted to discover 
these irregularities and had hoped their previous report 
would have had the effect of preventing further enquiry. 
Quite apart from this, our investigation showed that there 
had been grave negligence on their part in permitting the 
fund to be “raided” by the employees and they had to agree 
to pay a considerable sum to compromise the claim against 
them. The taxation authorities came to the conclusion that 
any prosecution of the auditors by them would involve a 
very difficult case to prove and that it perhaps could not 
be carried beyond a matter of suspicion, and therefore let 
the matter drop, except that, of course, they obtained from 
the company the “Back Duty” payable. In these circum- 
stances the matter was not reported to the Institute In- 
vestigation Committee, though, even today, I have my 
doubts as to whether that should not have happened. 

A recent instance which came to my knowledge, where 
some friends in the profession had to make up their minds 
as to their course of action in a difficult position, was a case 
in which they, as auditors of a company, had discovered 
that the chief accountant, who was a member of our In- 
stitute, had been embezzling the moneys of the company 
for some time and had indulged in forgery and the falsi- 
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fication of books and documents to further his schemes. 
When taxed with his delinquencies he admitted his faults, 
but the company did not in the end suffer loss as the 
amount abstracted was repaid by his relatives. The com- 
pany accordingly did not prosecute, but the matter came 
to the notice of the investigation committee, who felt it 
to be their duty to request the auditors to supply some 
particulars, and in the outcome the defaulting accountant 
was excluded from his membership of the Institute. One 
or two other similar cases have come before our Council 
during the past ten years and it can only be in the interests 
of the profession as a whole that “black sheep” should be 
excluded, even though there does not happen to be an actual 
conviction recorded against them. 


Professional Ethics 

After my previous visit to Canada in 1936 (I wish I had 
had the time and opportunity of doing so before that visit) 
I perused carefully the various By-laws of your provincial 
societies, particularly those relating to “Rules of Profes- 
sional Conduct,” and I could not help feeling that there is 
great merit in the definite way in which those rules are 
framed and I do congratulate you on your courage in 
adopting clear-cut codes of ethics which leave little, if any, 
room for misunderstanding. Especially do I have this 
opinion (but I must emphasize that I am now only speaking 
for myself and unofficially) as regards the rules under the 
sub-heading “as to relations with fellow members.” On 
various grounds and on a number of occasions I have regret- 
ted that my own Institute has not as definite a code of 
written rules. Our charter contains, in clauses 19 and 20, 
what are known as fundamental rules, and partly by infer- 
ence, partly by custom, and sometimes by resolution of the 
Council, many unwritten rules have become established deal- 
ing with conduct of our members. A somewhat recent 
occurrence in this respect was the adoption and promulga- 
tion of the following Resolution by the Council in April 
1937: 


Where a change of auditors of a company is proposed it shall 
be the duty of any member of the Institute before accepting nomin- 
ation for election to communicate with the existing auditors with 
a view to ascertaining the circumstances in which a change of 
auditors is proposed. 
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This does not go anything like so far as your rules and it 
will be observed that it is limited to the case of “a change 
of auditors of a Company” and it might, therefore, be 
assumed by implication that, as regards other professional 
work, members have a free hand. This, of course, is not 
so and the remarks of the then president of our Institute 
at the annual meeting held in May 1935 must be taken into 
account. His concluding words on the subject were as 
follows: 


Members who are placed in a position of doubt or difficulty in 
connection with matters of ethics cannot expect complete enlighten- 
ment from pronouncements or books of reference; rather must they 
be guided by their own consciences. 


The Re-appointment of Auditors 

The regulations as to the appointment of auditors to 
limited companies are contained in the Dominion Companies 
Acts in Section 118 and in the British Companies Act in 
Section 132, and the wording in each case is very similar. 
Sub-section (1) lays down that “every Company shall at 
each annual general meeting appoint an auditor, or auditors, 
to hold office until the next general meeting.” This is man- 
datory, the word “shall” being used in both Acts, but there 
does not appear to be any machinery for enforcing the pro- 
vision and in each Act sub-section (2) commences with the 
words “If an appointment of auditors is not made at an 
annual meeting,” which words would appear to be a con- 
tradiction of the mandatory word in sub-section (1). We 
then get to the position that, if auditors are not appointed 
at an annual meeting, the Board of Trade (or the Secretary 
of State) may, on the application of any member of the 
company, appoint an auditor for the current year. 

Several cases have come to my notice in the last few 
years where no auditors have been appointed at an annual 
meeting. What has happened has been either that the re- 
tiring auditors have not been nominated by any shareholder 
and, therefore, the chairman has declared there is no resolu- 
tion before the meeting, or, nomination having taken place, 
the voting of the shareholders has been against the re- 
appointment of the retiring auditors. In one instance a 
discussion would appear to have taken place at the general 
meeting as to further procedure to overcome the difficulty. 
Someone suggested the name of another firm of accountants 
and the chairman asked for a show of hands as to whether 
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this other firm would be acceptable and the voting was in 
favour. The chairman accordingly requested the Board of 
Trade to appoint auditors for the current year, at the same 
time informing them of the wishes of the shareholders, and 
the Board of Trade did appoint the firm nominated. 

In another instance, the retiring auditors having failed 
to be re-appointed at the ordinary general meeting, a fur- 
ther general meeting of the company was called at which 
another firm of accountants were proposed and were voted 
for by the members, and again the Board of Trade even- 
tually appointed that other firm. 

Both these cases raised difficulties as to the attitude 
of the new auditors in allowing themselves to be appointed, 
but they were abie to say that their appointment had been 
made by the Board of Trade and that there was no contra- 
vention of sub-section (3) which, as you are no doubt well 
aware, sets out the procedure where a new auditor is going 
to be nominated at a general meeting. This would seem 
to be a somewhat ingenious way of getting round the re- 
quirements of sub-section (3) and the ethical position that 
the proposed new auditors should communicate with the 
retiring auditors. One would have thought that the ap- 
pointment by the Board of Trade, or by the Secretary of 
State, should consist of entirely independent persons 
selected by the Board of Trade or the Secretary of State, 
and that in making the appointment those gentlemen should 
be careful not to appoint anyone who might be considered 
to have some connection with the parties. On the other 
hand, I understand that the Board of Trade feel that they 
have to take into account any wishes expressed by the com- 
pany or its members and if they appointed merely from 
their own selection they might be forcing on the company 
auditors who were not acceptable. 

These doubts and difficulties from the point of view of 
the Board of Trade are not, in my opinion, very tangible. 
If the company, or the directors, had not seen fit to arrange 
for the appointment of auditors in a proper and straight- 
forward manner they ought to take the consequences of 
having an independent firm forced upon them. I venture 
to suggest that the whole difficulty would be largely over- 
come if it were laid down that the retiring auditors were 
deemed to be re-appointed unless the company passed a 
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definite resolution in accordance with sub-section (3) that 
another firm should be appointed. 


Recommending Investments for Clients 


Although it can hardly be said to come within our 
province, it frequently happens that clients, having the 
mistaken idea that chartered accountants are omniscient 
and have the faculty of clairvoyance, request advice as to 
their investment policy, either generally or as regards a 
particular security. Usually, an accountant should be in- 
clined to the view of investment as a means of storing sur- 
plus capital in such a manner as to ensure its recovery in- 
tact as and when required, and the safer course he is 
inclined to adopt is to recommend gilt-edged securities. On 
the other hand, the client may desire an investment giving 
him a higher rate of interest than can be obtained from a 
trustee security with a prospect of capital appreciation and, 
therefore, is not inclined to take a long-term view. Es- 
pecially may a professional accountant be put into a dif- 
ficulty if a client requests his opinion as to an investment 
in the shares of a company of which the accountant is 
auditor, and the accountant may foresee troubles in con- 
nection with the company which he cannot divulge to his 
client. I have had the remark made to me on various 
occasions, “seeing the name of your firm on the prospectus 
of such and such a company I have applied for shares.” 
Whilst the company may be quite sound of its class, it is 
not necessarily the kind of investment which should be 
indulged in by the enquirer, and the question arises as to 
what extent, if at all, we are at liberty to convey a warning. 


A still more difficult problem arose in my office some 
years ago. A private company, of which we were auditors, 
required financial assistance, and they happened to get into 
touch with a man who was also a client of ours. He was 
prepared to take up shares in the company and asked us 
to report to him on the position of the company and as to 
whether we would recommend the investment. For some 
time we had not been satisfied that the affairs of the com- 
pany were in competent hands and we were aware that 
the directors and managers were inclined to quarrel amongst 
themselves. Our other client was keen on the matter, 
partly because it was the kind of business he was interested 
in. We felt we could not tell him all we knew, but after 
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careful consideration of all the circumstances we managed 
to give a hint to his solicitors and they advised him to put 
his money into the company by way of loan instead of in 
shares, and they drew out careful legal documents to safe- 
guard his rights as a lender. It was not long before he was 
desirous of recovering his money and getting out of the 
association with the company, and he was then in a posi- 
tion to do so, but if he had taken up shares he would have 
been tied. On the other hand, if the company had been 
very successful he might have been annoyed with us for 
having advised him against taking shares. 


Certifying Accounts for Prospectus Purposes 

A not uncommon phrase in the reports of professional 
accountants for inclusion in prospectuses is that the profits 
shown are arrived at before charging depreciation, interest 
on capital employed and remuneration of the proprietor, 
and “after making such adjustments as we consider neces- 
sary.” Whilst as a rule the adjustments referred to are 
of minor character, the accountant may be laying himself 
open to having to justify his opinion at some future date, 
and he, therefore, may be accepting considerable responsi- 
bility. I feel that it would be not only a relief to the 
certifying accountant, but would also be beneficial to the 
investing public and others, if the law required that, where 
the profits of past years certified by the accountants dif- 
fered from the profits disclosed by the annual accounts of 
the concern in respect of which the issue is being made, the 
report should contain explanatory figures setting out the 
exact difference. It might also be practicable to provide 
that prospectuses should contain references to profits as 
assessed to income tax and explanations of the difference 
between those profits and the figures set out in the pros- 
pectus. This, while providing profit figures computed on 
a consistent basis year by year, and therefore properly 
comparable, might, however, be a source of great embar- 
rassment in some cases and one could hardly hope for legis- 
lation to that end. 


Negligence Claims 


I know of no other profession where the client is so 
well protected from loss or damage arising out of lapses on 
the part of those who are deemed to be watching his in- 
terests. It is very seldom indeed that we hear of a doctor 
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or a lawyer, or an architect, having damages recovered 
against him in this respect, and whilst, fortunately, cases 
against chartered accountants are not frequently reported, 
some members of the profession have had unfortunate ex- 
periences. I should imagine that there are not many ac- 
countancy firms of good standing who have not on some : 
occasion or another had shocks when they realize that 
something has gone wrong in connection with a matter on 
which they have been engaged and that a question of 
professional liability may therefore arise. I had one such 
experience not long ago. Under Section 34 of the British 
Income Tax Act, 1918, a recovery of income tax in respect 
of a loss in trade in a fiscal year can be recovered, in cer- 
tain circumstances, provided that a claim is made within 
12 months of the end of the year in which the loss was 
incurred. The company with whose affairs I was dealing 
showed a considerable profit in the year 1937, mainly from 
sources already taxed, but necessary adjustments for taxa- 
tion purposes eventually disclosed an actual loss on trading, 
which entitled them to recover some thousands of pounds 
in tax. Complications had arisen on a number of details 
in connection with the adjustment of the figures, and long 
correspondence and various interviews with the tax officials 
had been necessary, with the result that we did not get 
the final figures agreed with the Inspector of Taxes until 
May of this year. When we received his letter agreeing 
the figures, we wrote asking him to let us have the neces- 
sary forms for claiming the repayment. After several days’ 
delay, the inspector telephoned and said he was very sorry 
to say that the repayment could not be made as he could 
not find that any claim had been put forward by the com- 
pany, or on their behalf, by the 5th April 1939, the end 
of the fiscal year after the loss had been incurred. We 
pointed out that no formal claim could reasonably have 
been made until it had been definitely ascertained that a 
computed loss had occurred and we did not know of this 
position until after the 5th April 1939. He informed us that 
the Commissioners were adamant on the matter and that 
unless we could trace something in the correspondence, or 
some recorded interview where a claim had been fore- 
shadowed, he would have to adhere to his decision. I had 
a somewhat unhappy 24 hours, but on a careful search of 
the file of papers the following day I came across a draft 
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computation, a copy of which had been forwarded to the 
inspector twelve months beforehand on which appeared the 
words “Subject to Sec. 34.” I immediately telephoned to 
the inspector and referred him to his copy of this docu- 
ment and he was able to say that he could take that as 
sufficient formal notification of the claim, and my clients 
have now received the money. It does seem to me that 
whilst the section of the Act is definite as to the date, there 
should be in justice a proviso to the effect that a claim can 
be made within a reasonable time after the figures have 
been ascertained and agreed with the inspector in a case 
such as this where agreement could not be reached within 
the specified 12 months. 


The Responsibility of the Auditor as Regards Insurances 
Many years ago my firm took over the audit of a chari- 
table trust which had been established in the year 1813. 
Amongst other books and documents of the trust we found 
a fat printed volume containing a history of the trust since 
its inception and voluminous particulars of the officials from 
time to time, the details of the properties owned and direc- 


tions as to the duties of the officers, including surveyors, 
solicitors and auditors. One of the duties of the auditors 
was “To inspect the receipts for insurance premiums and 
to report whether any property, having regard to the rent 
paid, appears to be insufficiently insured.” We were not 
willing to take on the responsibility of advising as regards 
the value of the properties or the amounts for which they 
should be insured, and pointed out that this duty would 
be much better carried out by the surveyors, and this was 
eventually agreed to. This, however, does raise the ques- 
tion as to the responsibility auditors have as regards in- 
surances in general. Could it be contended that there was 
any question of negligence on their part if it were found 
that the premises, or the stock-in-trade, were not fully 
covered by insurance? To go further still, could auditors 
be expected to see that the company have policies fully 
covering all kinds of contingencies, for example, loss of 
profits arising through fire or otherwise, third party risks, 
landlords’ property risks, etc.? My opinion is that all these 
matters are primarily questions for the executive officers 
to determine and that no responsibility could attach to 
the auditors if losses occurred through under-insurance. 
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Whilst this is so in an ordinary concern, there are some 
businesses, for example shipowning, where insurance is a 
prime necessity. If a shipowning concern which had been 
in the habit of insuring its fleet at an annual cost of, say, 
four per cent. on the value thereof, suddenly decided not 
to carry any further insurances, the profits of the following 
year might in consequence show an apparent large increase 
and in such circumstances it would, no doubt, be the duty 
of the auditors to make some comment as to the position in 
their report to the shareholders. 


Liability of Receivers and Managers 

Whilst from a professional point of view it is often 
gratifying to obtain an appointment as receiver and man- 
ager of a company on behalf of the debenture holders, the 
responsibilities incurred and the difficult problems which 
arise can sometimes cause much perturbation to the re- 
ceiver. An outstanding instance was that of the receiver 
of a company which, at the time of his appointment, was 
constructing a warship. After considerable negotiation and 
applications to the Court, it was decided that the warship 
should be completed. When the hull was ready for launch- 
ing, the authorities who controlled the waterway in which 
the launching was to take place warned the receiver that 
considerable damage might be done to the banks of the 
river and to the piling when the huge mass of the vessel 
took the water. The receiver was in a cleft stick; he had 
an asset which was useless until it had been launched and 
yet the process of launching might run him into heavy 
liability, but he decided to take the risk. As had been 
foreseen, the launching did have the effect of breaking 
down the banks of the river and great damage was caused. 
The Receiver was sued in respect of such damage and the 
result was disastrous to him. 

For some time I was receiver and manager of a wharf 
on the river Thames. I applied to the Court for authority 
to carry on the business and the application was granted 
for the limited period of three months. It was pointed 
out on my behalf that the trade which used the wharf 
was seasonal, covering a period of six months, and that 
shipowners could not be expected to contract for their 
vessels to come to the wharf for part of the season only 
and then be put in the position of having to make new 
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arrangements for the latter part of the season. The Court 
would not agree to more than the three months’ period, 
but gave me leave to apply for an extension at the end of 
that time and intimated that it was my duty to do my best 
to preserve the goodwill. I, therefore, felt that I had no 
alternative but to agree with the shipowners that I would 
accept their vessels for a period of six months and I had 
to take the risk that the Court would not extend the time 
beyond the end of the three months. Fortunately, I did 
get the extension when I made the further application. It 
was not a happy position to be in, knowing that if I had 
not accepted the vessels I might be charged with having 
jeopardized the goodwill of the company; on the other hand, 
there was considerable risk that at the end of the three 
months I might have to compensate the shipowners for loss 
incurred by them in having to make fresh arrangements. 

Another example of difficulty was the case of a receiver 
of a contracting company, who, on his appointment, de- 
cided that many of the contracts would be unremunerative 
and he, therefore, declined to proceed with them. Subse- 
quently, the company went into compulsory liquidation and 
the question arose whether the contracts were, in fact, un- 
remunerative and whether the receiver was not possibly 
liable to the company for loss of the profits which should 
have been made. 


Retrospective Taxation 


A new problem for liquidators appears to be foreshad- 
owed, arising out of a case decided in the Court of Sessions, 
Scotland, last year, which is somewhat similar to a taxa- 
tion case decided in 1933. In the Court of Sessions case, a 
partner in a firm died in 1934. Under the partnership deed 
his legal personal representatives became entitled to a sum 
in lieu of profits during the part of the year 1934 in which 
the deceased partner had been alive. These profits were 
included in a return made by the trustees for purposes of 
sur-tax, but the Commissioners decided that the amount 
was not taxable. More than two years afterwards, the 
Commissioners again raised the matter and claimed to have 
“discovered” a mistake and that under Section 125 of the 
Income Tax Act 1918 they were entitled to make an assess- 
ment on the Trustees. On an appeal to the Court it was 
held that the assessment could be made. 
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In the 1933 case the facts were as follows: 


A grandson acquired a contingent interest to certain 
property under his grandfather’s will. 


Full information with regard to the matter was given 
to the revenue but the inspector of taxes decided that tax 
was not payable. Later another inspector of taxes came 
on the scene and decided that tax was payable. He ac- 
cordingly raised additional assessments and in the High 
Court, Mr. Justice Finlay reversing the decision of the 
Special Commissioners, held that he had made a “discovery” 
within the meaning of Section 125 of the Act of 1918 to 
justify the additional assessments if the assessments were 
maintainable in law on the merits, which they were. 

These two decisions seem likely to raise serious dif- 
ficulties from the point of view of accountants acting as 
trustees or as liquidators of companies, as it would seem 
possible that they may be held liable for tax on assess- 
ments made by the Inland Revenue, after the funds in their 
hands had been distributed. The suggestion has been made 
that it might even be necessary for liquidators to hold 
assets in their hands for a period of six years to cover 
the possibility, after which time the rights of the Inland 
Revenue authorities to make assessments would become out 
of date. 


The Audit of Accounts of Solicitors 


Many members of the Law Society in England have 
lately been considerably agitated in consequence of two or 
three somewhat notorious cases of default on the part of 
other members of that profession, and a suggestion has 
recently been considered by the Society to the effect “that 
every Solicitor shall have his accounts examined periodically 
by a qualified Accountant whose report shall be transmitted 
to the Council.” If this resolution, or something of the 
sort, is adopted, whilst it may bring some business to our 
profession, I do not contemplate with any degree of en- 
thusiasm the risks which may be involved. The accounts 
of solicitors can in themselves be comparatively simple and 
straightforward, and the necessity of keeping separate 
banking accounts in respect of the firm’s own money and 
the moneys of their clients can be readily implemented, 
but lawyers do not only handle money; they are probably 
to a greater extent engaged in handling the deeds and 
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documents of clients and many of those deeds are, in Eng- 
land at all events, very technical instruments, the validity 
and force of which a mere accountant cannot be expected 
to gauge. I do not think that mere certification of the 
figures relating to a lawyer’s business will shut the door 
on misappropriation if the lawyer concerned is fraudulently 
minded, and to be effective the certificate should be com- 
bined with some certification in regard to deeds and docu- 
ments, which latter responsibility is one which I do not 
think members of my profession would be prepared to 
undertake. The subject is a wide one, but the whole matter 
would be greatly simplified if registration of all interests 
of whatever kind in land and property were made com- 
pulsory in England. My experience of land and property 
in your country, and the necessity of having entries on the 
register, leads me to wish that we had similar regulations 
in force in England. 


Apportionment of Dividends in Executorship Accounts 


I trust I may be forgiven if I now refer to a subject the 
decision of which does not matter much either way, but 
one on which I admit I hold an unorthodox view not in 
accordance with text books or common practice. It is 
merely the question of accountancy as regards the dividends 
on investments received after the death of a testator, but 
which fall to be apportioned between capital and income. 
Take a simple case of a testator who died on the 31st 
March, leaving estate valued for duty at $100,000, invested 
in quoted and readily marketable securities, all of which 
pay four per cent. per annum in half-yearly instalments on 
30th June and 31st December. Ignoring fractions and with- 
out taking taxation into account, the value of $100,000 
would be based on the quoted prices on the day of death 
and would include accrued interest up to that time. When 
the dividends to a total of $2,000 are received on 30th 
June, one half of this amount, representing the period from 
1st January to 31st March, would be apportioned to capital 
and the other half would be income. Text books all seem 
to lay down the principle that, since the $1,000 accruing 
to capital has already been included in the valuation of 
$100,000, the correct bookkeeping is to credit each various 
item making up that one thousand dollars against the value 
of its particular investment, with the result that on 30th 
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June the book value of the investments (subject to duties, 
costs, etc.,) is reduced to $99,000, but estate Account is not 
affected. The method I suggest as logical and practical 
is to carry the various items to the credit of one account 
“Proportion of dividends accrued to date of death” and then 
to transfer the whole sum to the credit of estate account. 
The effect is that the estate account is augmented by $1,000 
and my contention is that what the executors and trustees 
are accountable for to the remainder-man is the investments 
of the testator at the time of his death (of course, after 
allowing for duties, costs, expenses, legacies, etc.,) plus the 
sum of $1,000 received by them in cash three months after 
his death. After all, the valuation on 31st March was to 
some extent an “accidental” circumstance and the amount 
of $100,000 is mainly used in the bookkeeping as a conven- 
ient figure, but market fluctuations might have meant a 
very different figure if the testator had passed away on 
some other day when quotations had been either depressed 
or inflated. I am well aware of the theory that, as the 
$100,000 was assumed to include the market’s valuation 
of the accruing dividend, the $1,000 when received should 
go in reduction of the book value, but I find my method 
does away with a number of trivial entries throughout the 
separate accounts recording the Investments, and anyone 
having to inspect the books and accounts years afterwards 
can see at a glance the true position. The matter is even 
more forcibly exemplified if the investment consists of one 
security in a very speculative enterprise having a depressed 
valuation on the date of death. Assume this to be $50,000, 
but that eventually the company pays a large dividend (say, 
$100,000 in respect of the testator’s holding) for the year 
ended 30th June. This would mean, by the text book 
method, that $75,000 would be credited to the investment 
account, leaving a minus quantity of $25,000, when, by 
reason of the fine dividend, the market value of the tes- 
tator’s holding may have risen to, say, $200,000. 
Valuation of Stock-in-Trade for Balance Sheet Purposes 
Perhaps it may be well if for my last illustration I 
take a perennial question which has been the subject of 
constant discussion, viz., the phrase that stock is brought 
into a balance sheet “at cost or market price, whichever 
is the lower.” What is meant by “market price?” In my 
opinion, market price means market value, which implies 


OcTOBER, 1939. 263 










THE CANADIAN CHARTERED ACCOUNTANT 


an actual or estimated realizable value. It is often argued 
that market value means “replacement cost,” but I do not 
agree that replacement value enters into the picture at all. 
One eminent authority has stated that “market price means 
the price in the market in which the party in question is 
a buyer, not the market in which he is the seller.” I venture 
to disagree. There are innumerable instances where holders 
of stock-in-trade would not have the faintest desire to be 
buyers of any more of that kind of stock, but would be 
only too glad to sell. An extreme example is that of some 
makers of jam, at the end of the Great War in 1918, who, 
I understand, held large stocks of pulped fruit to be made 
into jam for the army. When the war ended their contracts 
for the supply of jam also ended; their pulp became a 
liability instead of an asset. It was not worth while con- 
tinuing to make the finished product and they had to get 
rid of the pulp. To do so they had to load it into barges 
and dump it into the sea. 

The formula I suggest for market value is “present 
realizable value of the goods in the condition in which they 
exist, or, ultimate realizable value discounted to the present 


time by taking into account further expenses on the goods 
and interest on the outlay until sold.” I am confident you 
will find that this formula would be applicable to raw ma- 
terials, to partly manufactured goods and work-in-progress, 
and to finished goods. 


Conclusion 


In the foregoing I have set down a few of the multi- 
tudinous complexities which are apt to harass the existence 
of the practising professional accountant. There are many 
other problems I have not touched upon, some of them per- 
haps coming more into the category of “domestic” difficul- 
ties, such as questions as to how to obtain new clients, 
larger fees from clients we already have, more work out of 
members of our staffs (at the same time, of course, grant- 
ing them more pay) and reductions in our expenses and 
taxation. These latter puzzles must be solved by those 
primarily concerned, and do not lend themselves to public 
discussion, but I trust that in the course of this address I 
may have indicated a few subjects which can profitably be 
debated in a gathering such as this. I thank you. 





— 
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A Synthesis in Interpretation of Jurisprudence Affecting 
Auditors 


by Edward F. Jeal, B.Se.(Econ.), A.C.A. 


(Editor’s Note: The second instalment of an article published in 
The Accountant (England) in its issues of 10th and 17th June 1939 
and reprinted herein by kind permission of The Editor of The 
Accountant. The first instalment appeared in our September issue.) 
3—The Judicial Interpretation of Auditing and Accounting 

Questions (continued) 


LEGALITY OF DIVIDEND DECLARATIONS 

What does case law lead us to suppose to be the precise 
position re the legality of dividend declarations? Expressed 
briefly (subject to discussion below) it seems to be that, 
subject to any special considerations concerning the statu- 
tory powers of a company, it is legal to declare dividends 
out of: 

(a) Net surpluses on current trading even if: 

(i) Provision has not been made for depreciation 
of assets not needing replacement. 
(ii) A deficit on trading in the past exists. 
(iii) There is a deficit on capital account. 

(b) Surpluses on capital account ensuing from realiza- 

tions of part of the capital assets, from premiums on 

shares, etc. 

It was definitely laid down in Lee v. Neuchatel Asphalt 
Co., Ltd. [1889] that, unless the statutory powers of a com- 
pany so prescribed, depreciation need not be provided on 
wasting capital assets, e.g. the cost of acquisition, and initial 
expenditure on, mining property, in arriving at profits avail- 
able for dividend. The judgment made it clear that the 
failure to provide such depreciation, coupled with the distri- 
bution of profits in dividends, did not constitute a return of 
capital to shareholders, since the capital as such had already 
been sunk in tangible property; as long as sufficient funds 
were retained to meet a company’s current obligations, a 
dividend proposed in the circumstances of that case did not 
contravene the statute. Nevertheless, it should be men- 
tioned that, in this case, the articles of the company defin- 
itely provided that the directors must not provide for such 
depreciation. 
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MINING COMPANIES 

In passing it is of interest to note that so far as wasting 
assets of mining, etc., companies are concerned commercial 
usage has developed in close accordance with the legal posi- 
tion as defined in the case just quoted: mining companies 
have not, as a general rule, built up depreciation reserves to 
cover the exhaustion of their properties. Two reasons may 
be tentatively advanced as possible explanations—if not 
necessarily justifications—of this policy as pursued in the 
past. In the first place, such companies have usually been 
incorporated to exploit a particular property, the intention 
being that they should be liquidated when the property has 
been exhausted. In such circumstances it may be preferable 
that the excess—after allowing for all likely cash require- 
ments—of income over total costs should be paid to mem- 
bers (either entirely as dividends or partly as a return of 
capital in accordance with the procedure permitted by the 
statute), since the retention of funds (such as would result 
from provisions to amortise the property) would require 
disposal by the directors, and losses, detrimental to the 
members, might result from their general investment by 
the directors who are in a sense trustees for the members. 
In the second place, mining companies tend to be either 
failures or unqualified successes. If they prove to be the 
former, no provision for depreciation is, in effect, for all 
practical purposes, possible. If they prove to be the latter, 
the market quotations of their shares show substantial 
premiums. A board of directors could scarcely be held 
responsible for more than the capital and book reserves of 
the company, so that suitable provision for depreciation 
would not necessarily protect adequately the capital of those 
investors — often the majority — who had acquired their 
shares at very large premiums. 

There has, however, been a tendency of late years for 
mining activities to form the object of group ownership, i.e. 
the ownership by one company—a holding company or an 
operating company—of several distinct mining properties, 
acquired at different times and in different places. In these 
circumstances there is a commercial case for methodical 
amortisation of individual mining properties, or, at least, 
for the retention in the coffers of the company of more than 
the cash resources necessary to cover certain and probable 
expenditure, so that new properties may be acquired and 
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exploited. It is, of course, desirable that mining should be 
conducted on this more general scale—provided that such 
large companies are not lacking in the spirit of enterprise 
so necessary in mining—since the system permits economies 
in technical and general management, and is apt to be in- 
strumental in lifting the mining share out of the category 
of pure speculation. 


Non-CIRCULATING ASSETS 

At first sight it is apt to be a matter of some surprise 
that the Courts have never had in a direct way to deal with 
the question of whether or not it is legally necessary to pro- 
vide depreciation on general fixed assets (plant, machinery, 
equipment, etc.), so that the legal position thereon is not 
definitely known. When, however, we look more closely into 
the question we realize that, in a practical sense, it is less 
important than it appears, and this may explain the lack of 
litigation thereon. In support of this, the following may be 
submitted: 

(a) It is the almost universal commercial practice to 
provide depreciation on general fixed assets which it is ex- 
pected that it will be necessary to replace, and if such 
depreciation has not been provided this will, under present 
company law, be clear, at least in general terms, from a 
careful study of the audited published accounts. Moreover, 
when depreciation on such assets has exceptionally not been 
provided in any particular year, auditors will as a rule not 
issue an unqualified report unless the fact is made quite 
clear. 

(b) In view of the judgment in Lee v. Neuchatel Asphalt 
Co., Ltd. (1889) (discussed above), it has always been con- 
sidered that such depreciation is not, in law, necessary be- 
fore dividends are declared, provided it could be proved in 
Court that such assets would not, in the ordinary course, 
require replacement. 

Where replacement is necessary—the usual case—it is 
possible that the Courts would take the line that the law 
was satisfied provided that such replacements were made, 
as and when required, out of revenue, i.e., in effect, a gen- 
eral application, as a legal position, of what is known as 
the double account system used by most English public 
utility undertakings. Inasmuch as big industrial companies 
tend to require to replace assets more or less continuously, 
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a legal view of this kind would not necessarily cause incon- 
venience to general business practice following usage by 
providing depreciation annually. 

(c) Provisions for depreciation usually are considered to 
cover, not only wear and tear, but also a rough estimate of 
probable loss due to obsolescence. Whilst the Courts might 
be of the view that provision should be made in respect of 
the former, it is less likely that they would be—in view of 
the indefiniteness characterizing the subject of obsoles- 
cence—with respect to the latter. A case which touches 
upon this aspect of the question is that of Cor v. The Edin. 
burgh and District Tramways Co., Ltd. [1898], in which it was 
held that a capital loss incurred owing to the modification 
of plant, motivated, presumably, by the idea that the modi- 
fied plant would increase the earning power of the company, 
did not need to be provided for out of revenue before divi- 
dends might be resumed. 


Quite apart from the question of whether or not de- 
preciation has been provided regularly on certain types of 
non-circulating assets, any such assets may well be worth— 
in the market or to the company in pursuit of its normal 
activities, i.e. in accordance with earning power—more or 
less than the amounts at which they stand in the books and 
published accounts. It has never been established usage to 
take account as a matter of principle of these variations, 
but, nevertheless, when it is a question of declaring divi- 
dends out of current revenue profits, losses in value of non- 
circulating assets, particularly if such losses may render it 
necessary soon to spend large sums on capital account, will, 
from a commercial or financial point of view, be a matter to 
take into consideration. It is also considered contrary to 
usage to declare dividends out of current revenue profits if 
past revenue losses have not already been made good out of 
subsequently earned revenue profits. 


Several cases on these matters have come before the 
Courts; they have revealed that the requirements of the 
law are quite easy to satisfy. The point of view of the 
Judges—based, of course, on the negative and meagre pro- 
visions of the statute—is that once the capital of the com- 
pany has been invested in non-circulating assets, or a part 
thereof has been lost in its ordinary trading operations, an 
action to restrain a dividend out of current profits will not 
lie. Thus it was decided in Verner v. The General and Com- 
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mercial Investment Trust, Ltd. [1894], and in Wilmer vy. Mc- 
Namara & Co., Ltd. [1895], that no provision need be made 
for a known deficit on capital account prior to arriving at 
a figure of profit available for dividend. The position is the 
same even if any of the non-circulating assets stand in the 
books at a figure above their cost to the company, as, e.g. 
when they have previously been revalued (provided that no 
proof of bad faith concerning such revaluation can be 
given), even supposing that book inflation had been used to 
cancel revenue losses previously incurred. (Bolton v. The 
Natal Land and Colonisation Co., Ltd. [1891]; The Ammonia 
Soda Co., Ltd. v. Arthur Chamberlain & Others [1917].) 


These decisions defend the principle, not only of law, 
but also of accounting, that capital assets need not be re- 
valued in preparing the annual accounts, a principle which 
some of the advocates of the replacement cost theory of 
capital assets, as well as certain purely theoretical econ- 
omists, would overthrow. 


DIVIDENDS Pain Out or CAPITAL PROFITS 


Where it is a question as to the legality of dividends to 
be paid out of a capital profit the following considerations 
seem to apply :— 

(a) A capital surplus (i.e. a profit realized on a capital 
asset disposed of, premiums on shares, etc.) is not capital 
but, as was made clear in the judgment in Lubbock v. The 
British Bank of South America, Ltd. [1895], an accretion to 
capital, As a consequence, it is not necessarily excluded 
from the sources out of which dividends may, in accordance 
with the intention of company law, be paid. However, refer- 
ence must be made to the terms of the internal regulations 
of the company: if they exclude, expressly or by implica- 
tion, the payment of dividends out of such surpluses, they 
may not be paid unless or until the regulations of the com- 
pany have been changed by a special resolution. Clause No. 
91 of Table A—providing that dividends may not be paid 
otherwise than out of profits—would seem to restrict the 
distribution of capital surpluses, at least unless it could be 
shown conclusively that the capital invested in the assets 
generally was intact. 

(b) Another aspect of the matter was ventilated in the 
proceedings in Foster v. The New Trinidad Lake Asphalt Co., 
Ltd. [1900], viz. that, contrary to what is true of trading 
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profits, capital surpluses, may not be distributed, if the net 
assets, excluding the amount of the proposed dividend, are 
not of a value equivalent to that of the capital subscribed 
by members. In this case it was a question of the payment 
of a dividend out of the realization of one of a series of 
assets previously acquired en bloc, one of which had pro- 
duced more on realization than the amount (out of the total 
purchase cost) attributed to it, whereas it was obvious that 
the others were worth less than the amount which had been 
attributed to them. 

Clearly, the facts in this case were special, providing an 
admirable illustration of the principle, but too much should 
not be inferred so far as concerns its application in more 
general circumstances. At all events, where assets had not 
been acquired en bloc, it is submitted that directors would 
not be called upon to look too closely into their value to the 
company and would not, provided that they acted in good 
faith, be expected to have expert appraisals made: per 
contra, in view of the judgment in Ammonia Soda Co., Ltd. v. 
Arthur Chamberlain & Others [1917], directors probably 
could, in certain circumstances, make a position legally ten- 
able by having bona fide appraisals made. A recent case— 
that of Drown v. Gaumont British Picture Corporation, Ltd. 
[1937]—has provided an illustration in support of this view 
in rendering it clear that the Courts do not desire to limit 
in principle the distribution of capital surpluses. In that 
case—brought by a member to restrain the directors who 
proposed to pay a preference dividend out of the balance on 
share premium account—Mr. Justice Clauson, in a lengthy 
judgment, stressed the fact that the action could not suc- 
ceed because it had not been proved that the payment of the 
dividend would have the effect of encroaching upon the 
capital originally subscribed by members; in default of this 
there was no ground in law for disputing the attitude of the 
directors, and this despite the fact that, in the opinion of 
the Court, the real position as to the value to the company 
of its investment assets was not exactly known and would, 
in any case, be extremely difficult accurately to assess. 
Moreover, the learned Judge interpreted a clause of the 
articles of the company, reading: 


The directors may, before recommending any dividend, set 
aside out of the profits of the company such sum or sums as they 
think proper as a reserve fund or reserve funds which shall, at the 
discretion of the directors, be applicable for providing for deprecia- 
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tion of assets, meeting contingencies . .. or shall, with the sanction 

of the company in general meeting, be as to the whole or in part 

applicable for equalizing dividends or for distribution by way of 

special dividend or bonus, or for any other purposes for which the 

profits of the company may lawfully be applied... 
as not obliging the directors, as regards the matter before 
the Court, to consult the members since the directors had 
power by the clause to apply the general reserve (the account 
to which the premiums on shares had been credited) in sat- 
isfaction of depreciation, etc. etc., properly debitable to 
revenue account, before arriving at the final profit or loss 
to be shown by the accounts placed before the members. 

It is clear from what has been said above in this subsec- 
tion of the present article that, in the present state of the 
statute, the agency of the Judges is not of much assistance 
in the restraint of imprudent declarations of dividends 
which directors are sometimes prepared to recommend. In 
1889, Lord Justice Lindley (in the Neuchatel case) said: 


It has been very judiciously and properly left to the commercial 
world to settle how the accounts are to be kept. The Acts do not 
say what expenses are to be charged to capital account and what 
to revenue account. Such matters are left to the members; they 
may or may not have a sinking fund or depreciation fund, the 
articles may or may not contain regulations on these matters; if 


they do the regulations must be observed; if they do not, the mem- 

bers can do as they like so long as they do not misapply their 

capital. 

Fifty years have passed, but the position, as revealed by 
the statutes and judgments delivered under them, is the 
same today as it was then. It is still left to the commercial 
world to settle when, and in what circumstances, dividends 
shall be paid, so that, in an ever more complicated world of 
affairs, it is desirable that finance, aided by clear account- 
ing, should endeavour to render universal that which is re- 
garded as best commercial practice, in order that there may 
be done what the law has, up to now, not deemed it advis- 
able to ordain. 


4—Evolution of the Judicial View 

It is necessary to inquire whether, with the passage of 
time, the interpretation by the judicial mind of the audit 
function has undergone any important changes. 

A study, on a chronological basis, of the cases shows 
that later judgments have tended to confirm, rather than to 
reverse, earlier judgments. Nevertheless, there is one sub- 
ject, that of the auditor and secret reserves, where it has 
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apparently been supposed that judicial opinion has changed. 
This is not necessarily the case, but it does seem that the 
general attitude of the Bench towards company administra- 
tion as a whole has tended to stiffen. 

Before entering into any discussion of these important 
and somewhat complex questions, it is necessary: 

(a) To refer to the fact that the statute itself was modi- 
fied in 1928. Consequently judgments handed down after 
that date would be governed by the new statute, and to 
the extent that those statutory changes bore on a question 
in litigation, a change in the judicial view might not fall 
within the type of change to which reference is here being 
made. 

(b) To consider the expression secret reserve which is 
one which, unfortunately, has been used rather loosely. 


SECRET RESERVES 

In legal actions words have sometimes been used which 
suggest that, where a secret reserve is spoken of, it means 
the omission from the published accounts of certain bal- 
ances. This is, of course, quite erroneous; moreover, no 
auditor could very well give an unqualified report if such 
omission had occurred, since the accounts would not even 
be in accordance with the books which is the most elemen- 
tary consideration for every author. But, dismissing this 
aspect briefly, we are still left with two conceptions of 
secret reserves. 

Firstly, there is what may be referred to as a conserva- 
tively stated financial position, where it is clear in general 
terms, from the accounts and report of the board read to- 
gether, that the financial position is stronger than the 
figures show, i.e. nobody is left in doubt as to this, but the 
degree to which the position is conservatively stated is 
not precisely clear, nor as clear as it could be made. It is 
submitted that there is nothing really secretive about this; 
all that can be said is there is a lack—not, in all circum- 
stances, necessarily remediable in its entirety—of definite- 
ness, but one which members of the company in principle 
can, and in practice may be able to, eliminate by obtaining, 
should they as a body so desire, satisfactory supplementary 
information at the annual general meeting. 

Secondly, there is the situation where accounts have 
been so drawn up that the balance sheet is not only con- 
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servative, but such conservatism is not apparent, e.g. where 
the item creditors contains amounts reserved corresponding 
to no liability known or to be anticipated. Here we have 
the real secret reserve; in the former case discussed above 
one should speak of a conservatively stated financial 
position. 

In view of the importance of the practice of secret re- 
serves, it is, perhaps, surprising that so little litigation has 
occurred in that connection. The only important judgments 
which deal directly with it have been Mr. Justice Buckley’s 
in 1907 in Newton v. Birmingham Small Arms Co., Ltd., and 
parts of the summing up in 1931, of Lord Wright in the 
Royal Mail case (Criminal Court). In the interval, the 
statute had been changed. Also, it is interesting, incident- 
ally, to note that both the dicta referred to—exception- 
ally from the Bench it should be remembered—tended to go 
somewhat beyond the limits of the matter strictly at issue, 
and, at least, the former, if not the latter—perhaps as a 
consequence—seems to have been too widely construed. 

In 1907—and the same was true until 1928—the Com- 
panies Act did not formerly oblige directors to send the 
annual accounts to the members, nor were there any pro- 
visions at all as to considerations which were to receive at- 
tention in drafting such accounts. Furthermore—and this 
is still true—textually, the statute has required auditors to 
report on the balance sheet, the profit and loss account being 
covered in general terms only inasmuch as the auditors are 
required to examine the books and accounts. 

The Buckley judgment of 1907 (Birmingham Small Arms 
case) undoubtedly condoned the practice of issuing con- 
servative financial statements; moreover, this practice 
tended to receive indirect statutory sanction by changes in 
the Act of 1908—to remove a doubt in law as to whether 
the auditors were not by the Act of 1900 obliged to issue a 
report in some detail—the wording of the new statute call- 
ing—in the opinion of counsel briefed by the Institute of 
Chartered Accountants in the matter—for a certificate-re- 
port only. (Apropos of this, it is interesting to note, in- 
cidentally, that a chronological study of published accounts 
seems to indicate that directors were tending by 1908 to 
show less detail re trading than had been usual at the be- 
ginning of the century.) It certainly was the practice of 
auditors to concentrate their attention on the balance sheet, 


273 





THE CANADIAN CHARTERED ACCOUNTANT 


as distinct from the profit and loss, aspect of the position, 
and not to raise objections if the accounts were stated in 
conservative terms even if such conservatism were scarcely 
apparent in general terms. That such conservatism would 
at times have the effect of showing a figure of profit or loss 
for the year which was materially at variance with the best 
‘obtainable estimate of the real trading results was con- 
sidered quite secondary, provided that the balance sheet— 
despite the fact that under the heading therein profit and 
loss account it contained the figure of profit or loss for 
the year per the books—was prudently drawn up. Having 
thus accepted that commercial men directing companies 
might follow a practice of accumulating undisclosed sur- 
pluses, i.e. under-crediting the profit and loss account, it 
rather tended logically to follow that categoric objection by 
auditors could hardly be raised to the subsequent reabsorp- 
tion of such surpluses, i.e. over-crediting the profit and loss 
account, in later years. 

Looking at the whole position in retrospect in 1939, 
there is good reason for supposing that the Buckley judg- 
ment of 1907 had, in the twenty years which followed, been 
much too widely construed. That judgment contained the 
words: 

The purpose of the balance sheet is primarily to show that the 
financial position of the company is at least as good as there 
stated, not to show that it is not or may not be better, 

which, read alone, might mean that it was not illegal for 
that document to contain really secret reserves, i.e. sur- 
pluses in no way apparent, not even in general terms. The 
judgment, however, also contained the following: 

If the balance sheet be so worded as to show that there is an 
undisclosed asset (one might add, in effect, or an undervalued asset 
or an overstated liability), the existence of which makes the fin- 
ancial position better than shown, such a balance sheet will not, 
in my judgment, be necessarily inconsistent with the Act of Par- 


liament. Assets are often, by reason of prudence, estimated, and 
stated to be estimated, at less than their probable value. 


Thus it comes out quite clearly that the Buckley judg- 
ment, read as a whole, merely aimed at not restricting 
directors from preparing conservative accounts; negatively, 
at least, it most carefully limited things to that, thus avoid- 
ing any condonation of real secret reserves, i.e. a practice 
of rendering it impossible for members of the company to 
have any idea at all of the real financial position. 
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The modifications introduced into the statute in 1928 
followed the same line: the new statute contained certain 
general remarks—it would be too much to say precise rules 
—as to the general lines to be followed in drawing up 
accounts, it being provided that particulars were to be 
supplied such as to disclose the general nature of the assets 
and liabilities and to distinguish the fixed assets and the 
basis of arriving at values attributed to such fixed assets. 
Thus, it can almost be said that case law of 1907 became 
statute law of 1928; the position was consolidated, rendered 
clearer, but it was not fundamentally modified. 

This brings us to the reference to these modifications of 
the statute, looked at from the point of view of civil law, 
made incidentally in the summing-up of Lord Wright in the 
Royal Mail (criminal law case) of 1931. The learned Judge 
left no doubt that the Bench would, in future, look closely 
into the actions and motives of those who, in this connec- 
tion, had not, in a matter of material importance, given the 
closest consideration to all the real intentions of the new 
clauses. Directors might, in principle, take a conservative 
view in the preparation of accounts, but this must not have 
the effect of leaving the members totally uninformed as to 
the real position. 

The facts in the 1931 case turned upon the profit and 
loss account and the effect on that account of surpluses 
temporarily held up in the balance sheet, the case having 
disclosed exceptionally important amounts under these 
headings. Reserves, presumably required at the date of 
their creation, had not been reabsorbed wholly (i.e. the bal- 
ance thereof) at the date when the liabilities for which they 
had been created had been settled, and the question arose 
as to whether the gradual reabsorption of such balances, 
taking into account the importance of the amounts involved 
and the current unsatisfactory earning capacity of the com- 
pany, had been made sufficiently apparent to the members. 
Expert witnesses tended to be of the opinion that, in prin- 
ciple, the wording used in the profit and loss account made 
the position sufficiently apparent in general terms (and that 
the practice which had been followed was in accordance 
with the current usage), which is equivalent to saying that 
there was nothing entirely secretive about the procedure 
which had been followed. This was, of course, a question 
of fact rather than of law; so far as the law was concerned 
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the Judge made it clear that there must not be secrecy; 
was the wording used so abstruse as to render the accounts 
secretive to the ordinary man? The impression one is apt 
to get from reading the summing-up is that, given the 
somewhat extraordinary, one might say extreme, circum- 
stances of the case, the Judge was not satisfied that the 
words were not too abstruse, i.e. that their effect was not 
rather to give a hint than to supply information, a practice 
condemned in the London & General Bank, Ltd. case [1895]. 

It is submitted that the incidental remarks from a civil 
law point of view, made by Lord Wright, disclosed no 
radical change of view on the part of the Bench re the audit 
function; all that they did was effectively to remind the 
professional and business worlds of the true legal posi- 
tion, the case in question providing him with an extreme 
example. 


PosITION BASED ON STATUTE AND CASE LAW 


What then is the position based on statute and case law? 
It can, perhaps, be summarized as follows: secret reserves 
(within the definition given to them earlier in this section) 
are, in principle—and always have been— illegal, since mem- 
bers must be told in some way or other if the balance sheet 
is such as to show the position in a materially less favour- 
able light than the facts, so far as these can be determined, 
justify ; directors may, however, if they have good reason, 
reflect in the balance sheet a conservative view if they 
admit it in language calculated to be understood by the or- 
dinary man, and it is particularly important that language 
should be clear if, as a result of the pursuit of a conserva- 
tive policy in good years, they reverse it in bad years, by 
reincorporating in the profit and loss account large sur- 
pluses. Auditors, whilst they need not, necessarily, raise 
objection to conservative finance pursued by means of 
cautious statement of figures if this is not entirely secretive, 
must, nevertheless, be more careful as to what they certify 
if and when benefit is being drawn from past conservatism, 
or a definite change in the financial policy of the company is 
being inaugurated, than they need necessarily be when the 
directors are in process of consolidating the position by fol- 
lowing a policy of conservative finance. The question, it 
seems, is not so much one of abstract principle as of pro- 
portion—an attitude always so dear to the Anglo-Saxon 
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mind. The summing up of 1931 closed no doors nor did it 
open wide any; it envisaged the possibility of subsequent 
actions in the civil Courts, and left the impression that 
clearer, simpler phraseology was desirable. 

Admittedly, the position (as set out above) is indefinite 
but, before one is too critical on that count, it is necessary 
to weigh the consequences of the adoption of any other pro- 
cedure. If auditors were to be required to certify precisely 
as to whether the profit or loss shown by the accounts was 
the true profit or loss, certain difficulties would in practice 
arise. There is the difficulty that figures of profit and loss 
are always to some extent a matter of estimate. This has 
always been recognized as the following quotations show: 

. . the periodical ascertainment of profits in a business is 
an operation of such practical importance as to be essential to the 
safe conduct of the business itself. To follow out the strict con- 
sequence of the legal conception in making out the accounts of 
the year would often be very difficult in practice. Hence the 
strict meaning of the word profits is rarely observed in drawing 
up the accounts of firms or companies. 

(Part of the judgment in The Spanish Prospecting Co., 
Litd., case [1910]). 


. . - the allocation of profits or losses to individual years is 
necessarily in large measure conventional. (Mr. G. O. May, F.C.A., 
in a paper to the general meeting, held on the 27th May 1937, of 
the American Iron and Steel Institute.) 

In other words, businesses do not stop suddenly at the 
end of a financial period in order to enable the exact posi- 
tion to be known, and the best that can be done is to choose 
a date—if any such date naturally exists—for closing the 
books at which the open commitments tend, in the nature 
of the business, to be at a minimum. 

Now in connection with the estimating of the profit or 
loss an auditor called in cannot have quite the same in- 
trinsic knowledge—essentially obtained as a result of daily 
contact—of a business as the directors and their subordin- 
ates have, or should have. He might well say, as Pilate 
did, “What is truth?” If the facts of the case appeared to 
an auditor to be such that he was inclined to take a more 
optimistic view than the directors—upon whose opinion, it 
must not be forgotten, he is entitled, as a general rule, to 
rely—but, subsequently, it was proved that the auditor’s 
view had been wrong and that of the directors right, the 
auditor would be placed in a very unsatisfactory position, 
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making him liable to be attacked by the members and the 
directors and possibly by others. 

Logically, it can be argued that directors need not hesi- 
tate to show as profits the maximum amount that theor- 
etical estimates would suggest to have been earned, since 
they can always recommend that only a part thereof be 
distributed as dividends. This, however, is apt to cause 
difficulties at the annual meeting entailing long discussions ; 
moreover, the more thoughtful members of the investing 
public watch not only dividends, but also profits, in decid- 
ing the approximate true value of shares. Whilst it is ob- 
viously desirable that the annual accounts should afford 
a reliable means of assessing the value of shares—so far 
as the past is the factor in such valuation—it is better for 
the average investor that the accounts should tend to err 
on the side of understating the profits than that there 
should be any considerable danger of overstatement of 
them. 

Whatever the precise legal position at present may be, 
however, it is probable that auditors may no longer, with- 
out incurring grave risk of legal actions, treat with some- 
thing approaching indifference any tendencies of directors 
to make obviously ultra-conservative estimates of trading 
results ; it is also possible that the legal position will be ren- 
dered clearer by actions on the subject in the Courts in 
the next few years, actions in which—judging by certain 
recent pronouncements of the Bench, e.g. that in the Catter- 
son case in 1987—directors will receive their due share of 
judicial censure. If, however, this form of procedure does 
not prove satisfactory, then the only alternative will be to 
impose upon auditors the duty of stating categorically 
whether or not they consider the profits to be fairly stated. 
The Greene Committee of 1928 was definitely opposed to 
any changes in the report clause of the audit sections of 
the 1908 Act, a clause in substance left unchanged since 
almost the beginning of statutory auditing, and it is clear 
that a change such as that mentioned above would have the 
effect of: 

(a) Depriving directors of the device of following a con- 
servative policy in the drafting of annual accounts; 

(b) Rendering it essential to accustom members to the 
notion that the rate of dividend must usually be well below 
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that of the profit, i.e. that part of the latter should be re- 
garded as a sort of reserve for contingencies ; 

(c) Increasing the responsibilities of auditors of all 
companies which would automatically necessitate higher 
fees in all cases; 
moreover, auditors would probably still countenance some 
degree of understatement of profits, except in those cases 
where they felt absolutely sure that it was quite unjustified. 

There has recently been a tendency in some other coun- 
tries to push regulations on subjects such as this much 
farther than in Great Britain; this does not, however, mean, 
necessarily, that better results will be obtained, nor must it 
be overlooked that conditions—particularly from a psycho- 
logical point of view—differ from country to country. 


5—Company Administration 


On the more general question of the general attitude of 
the Bench to matters of company administration as a 
whole, there has apparently been some modification. The 
Buckley judgment of 1907 contained the following. 

There are legitimate reasons for securing secrecy to a proper 
extent. It is not, I think, necessary, nor, having regard to the 
great utility of these Acts, is it desirable, to expose persons who 
trade under these Acts to the necessity of a publicity from which 
their competitors are free, unless such publicity is required to 
ensure commercial integrity. 

The conditions ruling in 1931—a quarter of a century 
later—led a Judge to say in a criminal case: 

A joint-stock company is a creation of law. It has the en- 
ormous advantage of limited liability and those who enjoy these 
privileges and control joint-stock companies should be subject to 
some conditions as to publishing their accounts, at least for the 
members.* 

Here we get off the beaten track of pure law into a 
territory where law and life meet. What might have been 
a good point of view in 1907 is not necessarily so today. 
In that interval the importance of joint-stock trading has 
enormously increased. (In 1885 there were less than 9,000 
limited—excluding parliamentary—companies, with a total 


*Does one detect in this statement—especially when one contrasts 
its spirit with that of the Buckley statement quoted just preceding— 
a vestige of doubt in the mind of the learned lord as to whether, in 
those conditions which appear to be developing, it might remain con- 
venient to regard, as a general rule in law, the members of a company 
exclusively as the parties entitled to rely on its published accounts? 
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paid-up capital of less than £500,000,000, whereas the fig- 
ures—which had approximately quadrupled by 1905—had 
reached over 90,000 and nearly £4,500,000,000 by 1925.) 
Furthermore, there has been a great improvement in the 
means available for administering businesses; auditors have 
come to be more and more relied upon—not only by the 
members of companies, but by others—and are better re- 
munerated than they used to be. On the other hand, it 
would be a bold assertion to say that the general level of 
commercial morality is on a higher plane today than it 
was thirty years ago. It is, therefore, not surprising that 
some modification of judicial opinion should have occurred. 

Quite apart from the increase in the number of com- 
panies and of the total amount of capital of which they 
dispose, there have, particularly since the war, been striking 
developments of a qualitative order in joint-stock public 
company enterprise, and in notions governing the placing 
by the public of savings in their shares. These tendencies 
may, perhaps, be referred to as a drift towards an ever- 
increasing degree of impersonality in company matters, due 
probably to the increase in real capital and national income, 
and to the democratization of wealth and of opportunity for 
personal advancement in the world. 

A satisfactory assessment of the importance of these 
developments could only result from a great deal of statis- 
tical research (supposing all the necessary statistics to 
exist), but certain tentative remarks thereon may, perhaps, 
be offered, as follows: 

(a) It scarcely seems possible still to say that the 
typical company is an enterprise working independently in 
a given trade; today, the ramifications of the combine and 
the merger, working through holding and subsidiary com- 
panies and endeavouring to control an industry or a section 
of it, are very extensive. Hitherto, unsuccessful manage- 
ment of a company meant that it would probably have to 
be liquidated with consequent loss of position for the of- 
ficers and staff and often of the entire capital of proprietors ; 
mergers almost defeat liquidation and the method of recon- 
struction usually has to be adopted. 

(b) It also seems doubtful whether the typical share- 
holder of today can any longer be described as an investor, 
i.e. a person holding shares over a long period, keeping in 
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close touch with the company, and interested primarily in 
the security of his capital; the temporary holder of shares, 
primarily interested in the possibility of quickly taking a 
profit in the form of a capital appreciation of his shares, 
represents, it seems, nowadays a substantial proportion of 
the clientele of stockbrokers. 

(c) One is also apt to get the impression, rightly or 
wrongly, that, formerly, directors tended, as a rule, to 
concentrate their attention on one company in which they 
were heavily interested financially or in which they had 
spent their life engaged in the technical or commercial man- 
agement, whereas that, today, to a greater extent, directors 
(other than managing directors) consist of prominent men 
in business, etc., generally, but who are not closely asso- 
ciated in detail with the affairs of the companies on whose 
boards they sit. It will be remembered that some surprise 
was caused at the time of the Royal Mail case, when the 
proceedings revealed that the board as a body knew so 
little as to what had been happening. Doubtless the cir- 
cumstances in that case were exceptional, but it seems to 
be desirable for more than one director to be actively en- 
gaged in the daily business of a large company. 

Given the vast increase in the scope of joint-stock pub- 
lic company enterprise and the increase in the means avail- 
able for administering companies, and, supposing that there 
have been very important developments such as those ten- 
tatively referred to just above, it is not surprising that the 
question of company administration has been evoking in- 
terest so far as public policy is concerned. 


6—Conclusion 

I have frequently heard it said by informed people in 
foreign countries that England has no law but customs hav- 
ing the value and form of law. By reason of its exaggera- 
tion—the learned author of the “New Despotism” would 
probably say today its great exaggeration—this seems to 
be one of those statements which may be described as 
falsely true. What is, of course, meant by it is that our 
statute law consists in considerable part of tendencies, so 
that the essence of the precise law itself is of an evolu- 
tionary nature, consisting of the gradual accretion of pre- 
cedent on precedent whereby a decision on one concrete case 
is founded on a casuistic appreciation of the most analogous 
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previous cases discoverable, due weight being given to the 
gradual change in social and general circumstances. This 
is surely as it should be: for the law is for men, not men 
for the law, and where the law mechanically restricts men 
unduly they will find ways round the most astutely worded 
laws. Moreover, it seems to be well within the tradition 
of the great Montesquieu who, two centuries ago in France, 
taught that a legal system be framed so that, taking into 
consideration the characteristics of national psychology, the 
spirit of the law will be observed. Surely there can be little 
doubt that, across the long ages, English law has evolved 
according to these ideas, and that its evolution has con- 
stituted an extraordinary endeavour to resolve that eternal 
conflict between the letter and the spirit. Ample evidence 
thereof is available even in that comparatively unimport- 
ant part of our jurisprudence which has to do with auditing. 

Evidently a legal philosophy of this kind has depended 
for its satisfactory application on two important assump- 
tions: that the learned Judges shall have a real understand- 
ing and a just appreciation of the ways of men and of 
ordinary affairs, and that there shall exist in the com- 
munity, individually and particularly also vocationally, i.e. 
corporately, a considerable measure of sense of responsibil- 
ity. As will be apparent even from this article, there is, 
and there has long been, a sentiment of mutual confidence 
and esteem between the Bench and the profession of ac- 
countantcy based on a willingness, coming from a desire, 
by each to understand the point of view and problems of 
the other in their endeavours each to warrant the confidence 
of the public. As everybody who knows much of interna- 
tional affairs is aware, it is frequent to find in contracts to 
which different nationals are parties that it is provided 
for ihe interpretation of such to be in accordance with the 
law of England, and that professional accountancy as under- 
stood in Great Britain has in the past had no real counter- 
part outside the Anglo-Saxon world. 

Whilst the Bench has been by no means alone in the 
attitude which it has adopted towards practitioners in ac- 
countancy, readers of this journal (recognized as the organ 
of Chartered Accountants and of Accountancy in gen- 
eral) would have last summer been justified in wondering 
whether certain schools of academic thought are similarly 
inspired. It must, of course, be difficult for academicians 
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to modulate their intellectualist method of approach to mat- 
ters full of the human element it being necessary frankly 
to admit that accountancy is not science, nor even exclusive- 
ly technique: it is somewhat in the nature of a philosophic 
art which, to sustain the Bergsonian note of this conclu- 
sion, must assimilate logic to life. 


NEW DOMINION TAX LEGISLATION 


At the special session of Parliament called on 7th Sep- 
tember 1939 new legislation was passed respecting Taxation, 
namely, An Act to Amend the Income War Tax Act, and The 
Excess Profits Tax Act. The full text of these Acts is printed 


hereunder. 
(a) An Act to Amend the Income War Tax Act 
3 George VI, 1939 


(Second Session) 
[Assented to 13th September 1989] 


IS Majesty, by and with the advice and consent of the Senate and 
House of Commons of Canada, enacts as follows:— 


1. Subsection one of section five of the Income War Taz Act, 
chapter ninety-seven of the Revised Statutes of Canada, 1927, as 
amended by chapter forty-six of the statutes of 1939, is amended by 
adding thereto the following paragraph:— 

“(m) not more than fifty per centum of the net taxable income 
of any taxpayer which has been actually paid within the 
taxation period to, and receipted for as such by, any patriotic 
organization or institution in Canada which hereafter receives 
the written approval of the Secretary of State of the Do- 
minion of Canada.” 


2. Paragraph A of the First Schedule of the said Act, as amended 
by chapter forty-one of the statutes of 1932-33, is amended by the addi- 
tion thereto of the following proviso: 

“Provided, however, that the above-mentioned rates shall in 
each case be increased by twenty per centum thereof.” 


3. Paragraph AA of the First Schedule of the said Act, as enacted 
by chapter forty of the statutes of 1935, is amended by the addition 
thereto of the following proviso: _ 

“Provided, however, that the above-mentioned rates shall be 
increased by twenty per centum thereof.” 


4. Paragraph B of the First Schedule of the said Act, as enacted 
by chapter forty-one of the statutes of 1932-33, is amended by the 
addition thereto of the following proviso: 

“Provided, however, that the above-mentioned rate shall be 
increased by twenty per centum thereof.” 
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&. Paragraph C of the First Schedule of the said Act, as amended 
by chapter thirty-eight of the statutes of 1936, is repealed and the 
following is substituted therefor: 

“C. Rate of tax applicable to corporations and joint stock com- 

panies, except as hereinafter provided: 
On the income of the company eighteen per centum.” 


6. Paragraph D of the First Schedule of the said Act, as enacted 
by chapter forty-one of the statutes of 1932-33, and as amended by 
chapter thirty-eight of the statutes of 1936, is repealed and the follow- 
ing is substituted therefor: 

“D. Rate of tax applicable to corporations and joint stock com- 
panies which file a return consolidating their profit or loss 
with that of their subsidiaries as provided for by subsection 
three of section thirty-five: 

On the consolidated income of such company and its 
subsidiaries—twenty per centum.” 


7. (1) Sections one, two, three and four of this Act shall be 
applicable to the incomes of the 1939 taxation period and of fiscal 
periods ending therein, and of subsequent periods. 

(2) Sections five and six of this Act shall be applicable to the 
incomes of the 1940 taxation period and of fiscal periods ending therein 
after the 31st day of March, 1940, and of subsequent periods. 


(b) The Excess Profits Tax Act 


3 George VI, 1939 


(Second Session) 


[Assented to 13th September 1939] 


IS Majesty, by and with the advice and consent of the Senate and 
House of Commons of Canada, enacts as follows:— 


1. This Act may be cited as The Excess Profits Tar Act. 


2. (1) In this Act and in any regulations made hereunder, un- 
less the context otherwise requires, the definitions contained in para- 
graphs (a), (g), (h), (i), (k), (1) and (q) of section two of the Income 
War Taz Act, chapter ninety-seven of the Revised Statutes of Canada, 
1927, shall be of equal force and effect as if contained in this Act, 
provided however, that the word “person” defined in said paragraph 
(h) shall also include partnerships. 

(2) Fer the purposes of this Act “capital” means— 

In the case of a company incorporated in Canada, 

(a) the share capital paid up in cash or if issued for considera- 
tion other than cash the fair equivalent at the date of issue as 
the Minister may determine, and in any event shall not exceed 
the par value thereof; 

(b) the actual unimpaired reserve, rest or accumulated profits 
held at the commencement of an accounting period, reduced by 
one-half of the dividends paid during the period or deemed to 
have been received by shareholders thereof under section thir- 
teen of the Income War Taz Act. 
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(c) “capital” shall not include 

(i) borrowed money; 
(ii) capital stock to the extent that it represents the value 
of good will, other intangible assets, whether paid for in 
cash or not, or appreciation in value of assets used in the 
business unless the Minister is satisfied that capital values 
should be recognized in whole or in part to the extent that 
cash was used in the purchase of good will or other in- 
tangible asset. 

In the case of a company not incorporated in Canada, the 
capital shall be determined as provided for in the case of com- 
panies incorporated in Canada but shall be only that proportion 
of the said capital which the value of the assets in Canada 
used in the business bears to the value of the total assets of 
the company. 

In the case of taxpayers other than corporations regard 
shall be taken only of the fair value of all assets, real and per- 
sonal, used in the business, less borrowed money and the value 
of the items referred to in sub-paragraph (ii) of paragraph (c) 
of subsection two of this section. 

(3) “profits” for the purposes of this Act shall be the same as the 

income determined under the provisions of the Income War Taz Act. 

(4) For the purposes of this Act an accounting period shall be 

taken to be the period for which the accounts of the business have 
been made up, but where the accounts of any business have not been 
made up for any definite period or for the period for which they have 
been usually made up, or if a year or more has elapsed without the 
accounts being made up, the accounting period shall be taken to be 
such period and ending on such a date as the Minister may determine. 





































8. There shall be assessed, levied and paid a tax upon the annual Persons liable 
to Excess 


profits of every person Profits Tax. 
(a) residing or ordinarily resident in Canada, or 
(b) who, not being a resident in Canada, is carrying on business 
in Canada. 
The tax shall be upon the profits as herein defined, derived by the 
taxpayer from the carrying on of any trade or business, subject to 
the exemptions and deductions as hereinafter provided, at either the 
rates provided in paragraph ‘A’ or at the rate provided in paragraph 
‘B’ of the Schedule of Rates hereto, at the option of the taxpayer, 
namely: 













SCHEDULE OF RATES 


Rates ‘A’ 

On profits not in excess of five per centum of the amount of the 

capital employed by the taxpayer in the business ............ Nil 
On profits in excess of 5% but not exceeding 10% of the capital 

ENN (oC caa ce is kos Sawa nies uo otriae wc 4 ceees es em eae wunenes 10% 
On profits exceeding 10% but not exceeding 15% of the capital 

NEE cv cua CS0GS sea ¥ die Seas ee awk aed tee Se Rese Keaen 20% 
On profits exceeding 15% but not exceeding 20% of the capital 

SEN bgt ss Vanes eaiot ens deeseVereeterhaneet onedeqeupie 30% 
On profits exceeding 20% but not exceeding 25% of the capital 

EN, Ween wee eons sere er ete eeiadeuteaate ee slsewee 40% 
Re enn NINE RG = oo 6. 0c 0.e cede aio wowace bide waceteeweseses 
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OR 
Rate ‘B’ 

Fifty per centum on the profits in excess of the average annual income 
of the taxpayer as determined under the Income War Taz Act for the 
four years 1936, 1937, 1938, 1939, or for the four fiscal periods of the 
taxpayer ending in such years, or for such of such years or fiscal 
periods during which the taxpayer may have been in business, taking 
into account profits and deficits. 


4. (1) The taxpayer shall be entitled to deduct from the profits 
as herein defined the following: 

(a) The income tax payable by corporations upon the income 
for corresponding periods under the Income War Taz Act, to 
the extent that the income tax is based upon income derived 
from businesses subject to the provisions of this Act; 
(b) In the case of a sole proprietor, an amount equal to that 
portion of the income tax paid that the income from the busi- 
ness taxed herein bears to his total income from all sources, 
and in the case of partnerships and personal corporations, as 
defined in the Income War Tar Act, an amount equal to the 
aggregate of those portions of the individual income taxes paid 
by the individual partners or shareholders thereof on their 
respective shares of the business income, such portions of tax 
to be determined for each partner or shareholder in the same 
manner as for a sole proprietor; 
(c) The amount paid for corresponding periods under Part III 
of the Special War Revenue Act; 


(d) Amounts provided in paragraphs (a), (b), (j), and (n) 
of subsection one of section five of the Income War Taz Act; 
(e) Dividends received from any company incorporated in Can- 
ada; 
(2) The Governor in Council may provide by regulation for 
depreciation of plant and equipment built or acquired to fulfil orders 
for war purposes. 


5. Profits of the following businesses shall not be liable to taxa- 
tion hereunder: 
(a) The profits of those businesses referred to in paragraphs 
(d), (e), (f), (g), (h), (i), (kK), (m), (p) and (q) of section 
four of the Income [War Taz Act; 
(b) The profits from any professional activity. 


6. In computing the amount of profits or gains to be assessed a 
deduction shall not be allowed in respect of 
(a) the items referred to in subsections one and two of section 
six of the Income War Taz Act; 


(b) the tax payable under this Act for any period. 


7. Every person liable to taxation hereunder shall deliver to the 
Minister in such form as the Minister may prescribe, a statement of 
his total profits and the same shall be filed in such manner, at such 
time, and in such place as is provided in the Income War Taz Act for 
the filing of income tax returns and all the provisions of the income 
tax law applicable to the filing of income tax returns shall be equally 
applicable to the filing of excess profits returns and all penalties and 
other provisions relating thereto shall apply under this Act to the 
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same extent and in like manner as they now apply in the filing of 
income tax returns. 


8. Any person liable to pay any tax hereunder shall estimate payment 
the amount of tax payable and shall send with the return of profits of tax. 
not less than one-third of the aggregate amount of such tax and may 

pay the balance within four months thereafter, together with interest 

at the rate of five per centum per annum, upon such balance, from the 

last day prescribed for the making of such return until the time pay- 

ment is made and all the provisions of the Income War Tar Act 
relating to payment of other times than those herein specified shall 

apply as if enacted under this Act. 


















9. After examination of the taxpayer’s return the Minister shall 
send a notice of assessment to the taxpayer verifying or altering the 
amount of the tax as estimated by him in his return and any addi- 
tional tax found due shall be paid in the same manner, at the same 
time and subject to the same interest and penalty provisions as if the 
additional tax were found due under the provisions of the Income War 
Taz Act. 


10. Without limiting any of the provisions herein provided, it Provisions of 
is further provided that sections forty to eighty-seven, both inclusive, /ncome War 
of the Income War Tax Act shall apply mutatis mutandis to matters a 
arising under the provisions of this Act to the same extent and as i 
fully and effectively as they apply under the provisions of the Income 


War Taz Act, excepting therefrom section 76A. 















11. The provisions of this Act shall apply to the profits of the coming into 
year 1940 and of all periods ending therein after the 31st day of force. 
March, 1940, and to all subsequent periods. 







FOREIGN EXCHANGE CONTROL BOARD 
Rules and Regulations 


As announced by the Minister of Finance on 15th Sep- 
tember 1939, a Foreign Exchange Control Board has been 
established in Canada by order-in-council under authority 
of the War Measures Act, chapter 206 of the Revised Statutes 
of Canada, 1927. A full text of the Order and Regulations 
as issued by the Board on 15th September was published 
in The Canada Gazette of that date. Additional regulations 
were published on 17th September. 

The rules and regulations to date (September 20th) have 
been re-printed in full by The Dominion Association of 
Chartered Accountants and a copy sent to members of the 
Association. The following are the main provisions of the 
Order: 
1. Any resident of Canada having in his possession, ownership 
or control, any foreign exchange, bills of exchange, or any other forms 


of foreign exchange, having a total value of more than $1,000, must 
declare such foreign exchange to the Board forthwith. Forms for this 
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purpose can be obtained from authorized dealers, that is, from Canadian 
branches of chartered banks. Any foreign exchange acquired subse- 
quently is to be sold to an authorized dealer. 


2. In addition, any resident of Canada having in his possession, 
ownership or control any bonds, debentures and similar securities 
not payable exclusively in Canadian dollars, and shares in a Company 
whose head office is outside Canada, having a total value of more 
than $1,000., must declare them to the Board forthwith. Forms for 
this purpose may also be obtained from any authorized dealer. 


3. No person shall buy or sell or deal in foreign exchange except 
through the medium of authorized dealers at rates to be announced 
by the Board, or through the Post Office which has been appointed a 
special agent of the Board to sell foreign exchange for small amounts. 


4. No resident may transfer any Canadian dollars to a non-resident, 
in excess of $100 in any month, without first obtaining a permit to 
do so through an authorized dealer. 


5. No exports or imports of any kind, including shipments of 
currency, securities and foreign exchange by mail or parcel post, may 
be made without a licence. Licences for the export of goods and for 
the import of goods, currency, and securities will be issued by Customs 
officers. The Board is under no obligation, however, to sell foreign 
exchange for payment for property imported. Licences for the export 
of currency, securities and any other property except goods, may be 
issued only by authorized dealers. Articles to be sent out of Canada 
through the mails should be taken direct to a post office; otherwise 
they will be subject to seizure in the absence of evidence that a licence 
has been obtained or that the shipment is exempt from licence, as 
the case may be. 


6. Special provision has been made to avoid inconvenience to 
visitors from the United States or abroad. They may bring into or 
take out of Canada, without licence, their automobiles, personal effects, 
and in addition, other goods to a value not exceeding $100 in any 
month. They may also take out of Canada any amount of money 
not greater than the amount brought in, provided that, if the amount 
to be taken out is more than $100, they should have obtained a cer- 
tificate of the amount brought in from the Collector of Customs at 
the point of entry. 

7. Provision has also been made for ordinary transactions of the 
Canadian public, e.g. 

(a) Travellers may take out of or bring back to Canada their auto- 
mobiles, personal effects, and in addition money not in excess of 
$100 in any month without licence. 

(b) Any person may import, in any manner, goods to a value not 
exceeding $100, in any month without licence. 


(c) Any person may, without licence, export by mail or parcel post 
gifts up to a value of $25 in any month. 

(d) Any person may purchase through an authorized dealer or the 
post office, foreign exchange not exceeding $100 in any month 
without a permit. 


Special Notice To Exporters 

1. Under the Order no person shall export any goods or other 
property from Canada except under and in accordance with the terms 
of a licence granted by the Board. 
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2. Licences for Export of Goods have been established as follows: 
(a) General Licence: An exporter of goods doing a regular export 

business of such nature that it would be difficult to obtain a Par- 

ticular Licence in advance of each export may apply direct to the 

Foreign Exchange Control Board, Ottawa, for a General Licence 

on Form A. 

(b) Declaration of Goods Exported under General Licence: Form B, 
must be completed by the exporter after each export of goods 
under a General Licence, and submitted to a Collector of Customs 
and Excise. 

(c) Particular Licence: Any exporter not holding a General Licence 
must, in respect of each exportation of goods, apply for a Particular 
Licence in Form B through a Collector of Customs and submit 
it to the Collector of Customs at the port of export. 

3. Where no foreign exchange is to be received for an export, 
the exporter must, whether holding a General Licence or not, obtain 
a permit on Form D, through an authorized dealer in advance of 
exportation. 

4. Licences for Export of Property other than Goods: Any person 
desiring to export currency, securities or other evidences of ownership 
or indebtedness must apply for a licence on Form K in advance of 
export, except in the case of the export of foreign exchange or Canadian 
currency for travel purposes when Form H must be used. In both 
cases the application must be made through an authorized dealer. 

5. No Licence or Permit is required for the following exports: 
(a) Goods or other property accepted for export by a transportation 

agency prior to the date on which the Order came into force. 

(b) Travellers’ samples. 

(c) Goods taken out of Canada by and with a non-resident to a value 
not exceeding $100 in any month. 

(d) Personal effects belonging to and required by any person leaving 
Canada. 

(e) Gifts to a value not exceeding $25 sent from Canada by mail or 
parcel post by any person in any calendar month. 


(f) Canadian currency and foreign exchange not exceeding $100 by 
any person in any calendar month. 

(g) Any non-resident may take with him on leaving Canada Canadian 
currency or foreign exchange not exceeding the amount brought 
into Canada by such non-resident when entering Canada. 

6. Disposal of Foreign Exchange: It is a condition of every licence 
to export that the proceeds in foreign exchange shall be declared and 
offered for sale to the Board through an authorized dealer as soon as 
it is obtained; for which purpose Form C must be used. 


7. Exports by Mail or Parcel Post: Licences and permits are re- 
quired for exports by mail or parcel post. In the case of exports of 
goods, application for a licence in Form B must be submitted to the 
Postmaster at the time of mailing. In the case of other property, a 
licence in Form K must be obtained in advance from an authorized 
dealer and surrendered to the Postmaster. A permit in Form D must 
also be obtained in advance in the circumstances mentioned in Para- 
graph 3 above. 

8. Exports to Newfoundland: All the requirements mentioned 
above apply except that in the case of an exportation of goods to 
Newfoundland from which no foreign exchange is to be received no 
permit on Form D is necessary. 
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9. The Forms referred to herein may be obtained from the Board 
in Ottawa, or as follows: 

Forms A and B—from Collectors of Customs and Excise or auth- 
orized dealers. 

Forms C, D, H, and K—from authorized dealers. 


Special Notice To Importers 
1. Under the Order, no person shall import any goods, securities, 

or other property into Canada, except under and in accordance with 

the terms of a licence granted by the Board. 

2. Licence to Import: Applications for licences to import goods or 
other property must be made on Form E through the Collector of 
Customs and Excise at the port of entry, except in the case of a non- 
resident bringing into Canada Canadian Currency or foreign exchange 
when Form P must be used. This applies to imports by mail or parcel 
post as well as to imports made by other means. 

3. An Importer Desiring Foreign Exchange to pay for imports 
must apply for the same on Form F through his authorized dealer. 

If payment for an import is to be made in Canadian dollars the 
importer must make an application on Form G through his authorized 
dealer for permission to do so. 

4. No licence or permit is required for the following imports: 

(a) Goods or other property which has been shipped to Canada from 
the country of export prior to the date on which this Order came 
into force. 

(b) Travellers’ samples. 

(c) Goods not exceeding a value of $100 by any person in any month. 
(d) Personal effects belonging to and required for the use of any per- 
son entering Canada when brought in by and with such person. 

(e) Canadian currency and foreign exchange not exceeding $100 
brought in by any person in any month. 

5. Imports from Newfoundland: All the above requirements and 
exemptions apply, except that no permit on Form G is required in the 
case of payment for imports from Newfoundland in Canadian dollars. 

6. The Various Forms may be obtained from the Board in Ottawa, 
or as follows: 

Form E—from Collectors of Customs and authorized dealers. 

Forms F and G—from authorized dealers. 

Form P—from Collectors of Customs. 


Anyone breaking the law as established by the Foreign 
Exchange Control Order will be subject to heavy penalties 
by way of fine or imprisonment. 

Anyone likely to be affected by this Order should read 
the provisions of the Order itself and the Regulations of 
the Board. Further information may be obtained from 
chartered banks or customs officers, or enquiries may be 
directed to the General Secretary of the Foreign Exchange 
Control Board, Ottawa, or to the Bank of Canada, Ottawa. 





THE BUDGET SPEECH 


THE BUDGET SPEECH 


There is a sentence in the budget speech of September 
12th, the significance of which is all too likely to be over- 
looked: 


First of all let me emphasize that however we finance the 
cost of the war, whether by taxation or by borrowing or by 
inflation, we cannot escape its real cost. 


This generation in Canada which must fight the war must 
pay for the war and those who tell us that we can make 
posterity pay are deceiving both themselves and us. We 
shall fight the war by diverting our men and resources and 
equipment away from employment in the usual channels 
into war channels, and the shortage of things we have 
customarily enjoyed will be felt by this generation and 
only to a very limited extent by posterity. There is one 
exception to this proposition which has only to be noted 
to be dismissed. Could Canada float loans abroad, which 
means of course in the United States, for her war ex- 
penditures she could now, with the proceeds of those loans, 
command present American goods for war or civilian uses 
and posterity would have to return the equivalent of those 
goods in the future. But we shall not be borrowing in the 
United States or elsewhere abroad for many reasons and 
when we borrow from ourselves by means of domestic 
issues there is no shifting of the burden to posterity. We 
divert resources to get war supplies and when the war is 
over these resources will be allowed to return to their 
normal employment producing things for posterity. This 
is a reality from which there is no escape and there is no 
possibility of burdening the future for the sacrifices of the 
present by taxation, or inflation or domestic borrowing. 
Mr. Ilsley might well have quoted Sir Arthur Salter on the 
point: “Internal loans merely represent a method of taxa- 
tion and not a method of doing what is essentially im- 
possible, that is, making the production of a later age avail- 
able for the consumption of the present.” 

Whether then we resort to inflation, taxation or to 
domestic borrowing—the only lines that will be open to 
us—the war generation pays the cost of the war. Which 
of these three methods of finance we should use and how 
far we should go with each method, the Minister of Finance 
discussed in a manner that will mark the Budget Speech 
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of the Special Session of 1939 as a new high in Canadian 
public finance documents. The speech is completely in the 
tradition of sound economics and will read as well thirty 
years from now as it does today.—Contributed. 


TRADING WITH THE ENEMY 


By virtue of the powers conferred under the War 
Measures Act, Chapter 206 of the Revised Statutes of Canada 
1927, the Governor in Council has authorized two orders in 
council (P.C. 2512 and 2586) dated 5th and 8th September 
1939 setting out comprehensive “Regulations respecting 
Trading with the Enemy, 1939.” The following comments 
form a brief review of some of the important features of 
the regulations. 

After defining those persons, including incorporated and 
unincorporated groups of persons and bodies politic, who are 
to be considered as enemies, the regulations describe the 
matters which “constitute trading with the enemy.” These 
amount to a virtual prohibition against any commercial or 
financial dealings of whatever description, except where ex- 
empted by proclamation or special licence. Among other 
things specific mention is made of transactions affecting 
goods, securities, book debts and other choses in action, 
enemy currency, bills of exchange, promissory notes, inter- 
est and dividend obligations, etc. 

The Secretary of State who is responsible for the admin- 
istration of the regulations is empowered to order the 
examination of the books of account and documents and to 
make such enquiry as may be deemed necessary into the 
affairs of any concern which appears to be having or to have 
recently had dealings with enemy persons. In more serious 
cases where the operations of any person, firm or company 
are considered to contravene these regulations or to be 
against the public interest, the Secretary of State may 
appoint a controller to administer the affairs of the concern; 
or he may apply to a Court of competent jurisdiction for the 
appointment of a receiver under the Winding-Up Act (Can- 
ada). 

The regulations also provide for the appointment of the 
Secretary of State as “The Custodian” of enemy property. 
His powers under this appointment are extensive but may 
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be indicated briefly as follows: He is vested with the same 
right and title in and to any property, rights and interest 
that would otherwise be enjoyed by the party now an 
enemy, and he is required to record any claims against 
enemy property and funds. “Property, rights and interest” 
extend to and include real and personal property of every 
description, including debts, credits and accounts. The Cus- 
todian may deal with any enemy property that comes under 
his control with the same freedom of action, subject to his 
sole discretion, as if he were the owner thereof. Any per- 
son whose business dealings after 2nd September 1939, 
when these regulations became effective, involve any un- 
completed transaction in the property, rights or interest of 
an enemy is required to give full information thereon to the 
Custodian and, where the regulations demand, to turn over 
any funds to or vest the title to property in the Custodian. 

The regulations indicate what actions shall be considered 
as prohibited trading with the enemy or as contrary to the 
regulations and lay down stiff penalties for non-compliance 
with their terms. 


CANADA YEAR BOOK 


According to the Dominion Statistician, Dr. R. H. Coats, 
the 1939 issue of the Canada Year Book is now ready for 
distribution—as long a copies are available—to the public 
by the King’s Printer, Ottawa, at the price of $1.50. By a 
special concession, school teachers and ministers of religion 
may obtain paper-bound copies at fifty cents each. It is 
noted that in commemoration of the Royal Visit to Canada, 
May 17 to June 15, 1939, colour plates of Their Majesties 
King George VI and Queen Elizabeth, together with official 
pictures of incidents connected with the unveiling of the 
National Memorial and of the Royal Assent to legislation 
of the 1939 Session of Parliament, appear as frontispiece. 
At pp. 1155-1160 a short account of the Royal Tour across 
Canada together with a condensed itinerary is given. 
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The Society of Chartered Ac- 
countants of the Province of 
Quebec 


Alex. Ballantyne, C.A., Montreal 
W. H. Campbell, C.A., Montreal 
H. G. Norman, C.A., Montreal 


M. Hesford, C.A., Swift Current 
T. E. Robinson, F.C.A., Regina 
W. Stempel, C.A., Saskatoon 


The Institute of Chartered 
Accountants of Saskatchewan 


Chairman Magazine Committee—William J. Saunders, F.C.A., Toronto 
Chairman Terminology Committee — John Parton, F.C.A., Winnipeg 
Chairman Committee on Examinations—Kris A. Mapp, F.C.A., Toronto 
Chairman Committee on Research—D. M. McClelland, F.C.A., Toronto 
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KENNETH W. DALGLISH, C.A. 
Montreal, Quebec 


At the annual meeting held in Saskatoon, Saskatchewan, August 
21st to 24th, Mr. Dalglish was elected President of The Dominion 
Association of Chartered Accountants for the year 1939-40. 
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GENERAL NOTES 


Report of Annual Meeting 


Representatives of the profession from every Province 
of Canada were present at the thirty-seventh annual meet- 
ing of The Dominion Association of Chartered Accountants 
held in the Bessborough Hotel, Saskatoon, Wednesday and 
Thursday, 23rd and 24th August. The executive committee 
met on Monday morning, the 21st, and the council on Mon- 
day afternoon and all day Tuesday. William E. Hodge, 
F.C.A., President of the Association, presided at the ses- 
sions. The attendance from Provincial Institutes was as 
follows: Alberta 7, British Columbia 3, Manitoba 12, New 
Brunswick 2, Nova Scotia 2, Ontario 4, Prince Edward 
Island 1, Quebec 5, and Saskatchewan 48, making a total 
of 84. There were also present 73 ladies and visitors. 


Two distinguished members of the profession outside 
Canada attended—George R. Freeman, London, a former 
President of the Institute of Chartered Accountants in 
England and Wales, and Clem W. Collins, Denver, President 
of the American Institute of Accountants, both of whom 
addressed the convention. The three Societies of Chartered 
Accountants in Scotland were also represented by Kenneth 
W. Dalglish of Montreal. Messages of greeting to the meet- 
ing were received from the Society of Incorporated Account- 
ants and Auditors of Great Britain, and from G. F. Gyles, 
Vancouver, A. B. Shepard, Toronto, J. B. Sutherland, Win- 
nipeg, and Geo. E. Winter, Vancouver, all former Presidents 
of the Association. 

At the opening session on Wednesday the members were 
welcomed to the Province and the City by Hon. J. W. Estey, 
Minister of Education of Saskatchewan, His Worship Carl 
Niderost, Mayor of Saskatoon, and J. B. Miller, President 
of the Saskatoon Board of Trade. Wilfred Stempel, Presi- 
dent of the Institute of Chartered Accountants of Saskatch- 
ewan also welcomed the visitors on behalf of the profession 
of the Province. For these kind words of welcome Henry 
G. Norman of Montreal expressed the sincere appreciation 
of the members. 

According to reports made to the annual meeting by 
the nine constituent Institutes, the total membership at 
38lst May last was 2,327, being an increase of 106 over 
that of the previous year. An analysis of these figures 
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showed that 62.4% of the membership was engaged in the 
practice of the profession. The reports also revealed an 
increasing interest taken in expanding the facilities of the 
Institute libraries. A classification and cataloguing of the 
books had been carried out by several of them during the 
year which will be an added encouragement to members and 
students to turn to the library in time of need. Continued 
progress was noted in the adoption of definite courses of 
study for students, and six Institutes are following the 
course of study outlined by the Ontario Institute, and two 
others are closely co-operating with local universities in 
the holding of regular classes. 

‘Uniform Examinations — A highlight of the annual 
meeting was the report of the committee on uniform ex- 
aminations and a standardized programme of education for 
chartered accountant students. This committee, under the 
chairmanship of Kris A. Mapp, F.C.A., gave much time and 
thought to the subject during the year with the result 
that the Institutes have now adopted uniform examinations 
in the Intermediate and Final grades. Examinations under 
this programme will be written for the first time in De- 
cember 1939. 

Thursday afternoon was given over to a discussion of 
valuation of merchandise inventories. The time was all 
too short to deal with this very important subject. A re- 
port of this roundtable conference will be published in a 
later issue of THE CANADIAN CHARTERED ACCOUNTANT. 

Other matters receiving attention at this year’s meeting 
were accounting research, amendment of the Association’s 
by-laws to provide for a better rotation of Institutes for 
annual meetings, tax legislation, accounting terminology, 
and national service. A report on these subjects will be 
published in the Year Book reaching members shortly. 

Entertainment—The committee on local arrangements, 
under the chairmanship of Wilfred Stempel, President of 
the Saskatchewan Institute, had been making preparations 
for months for the entertainment of visitors to Saskatoon. 
The reception on Tuesday evening, the golf tournament on 
Wednesday afternoon and the supper dance the same even- 
ing, the luncheon Thursday, the banquet the same evening, 
and the entertainment programme of the ladies,—all con- 
tributed greatly to the enjoyment of the members and their 
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wives during their visit to the city. A number of the 
visitors stayed over until Friday to make the interesting 
trip to Lake Waskesiu and the beautiful national park at 
Prince Albert. The Institute and Mr. Stempel’s Committee 
received not only the hearty vote of thanks of the meeting 
but also many personal expressions of appreciation from 
those who had enjoyed this happy week in Saskatoon. 

W. M. Rose, K.C., Moose Jaw, President of the Law 
Society of Saskatchewan, was the guest speaker at the 
banquet; and among the distinguished visitors at that 
gathering were His Honour Lieutenant Governor McNab of 
Saskatchewan and Mrs. McNab; Dr. Walter C. Murray, 
President Emeritus of the University of Saskatchewan, and 
Mrs. Murray; His Honour Judge Bryant and Mrs. Bryant; 
R. M. Pinder, M.L.A. for Saskatoon, and Mrs. Pinder; 
George R. Freeman and Mrs. Freeman of London; Clem W. 
Collins, President of the American Institute of Account- 
ants; J. B. Miller, President of the Saskatoon Board of 
Trade, and Mrs. Miller; and Lieut.-Colonel E. A. Chater, 
A.D.C. to the Lieutenant-Governor. 

Officers—At a meeting of Council held immediately after 
the general sessions on Thursday, the following officers were 
elected for the year 1939-40: Kenneth W. Dalglish, Mont- 
real, President; Frederick Johnson, Winnipeg, and T. 
Harold Johnson, Halifax, Vice-Presidents; Lieutenant- 
Colonel A. E. Nash, Toronto, Chairman of Finance Com- 
mittee; Henry G. Norman, Montreal, Chairman of Legisla- 
tion Committee, additional member of Executive Commit- 
tee, E. C. Mapson, Vancouver; Secretary-Treasurer, Austin 
H. Carr, Toronto. The outbreak of war, however, has 
caused a change in the membership of the executive com- 
mittee. Colonel Nash, who has been a valued member of 
the committee for the past two years, has resigned because 
of his entering upon full-time military service as A.A. & 
Q.M.G. of Military District No. 2. A successor to Colonel 
Nash will be elected in due course. 
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LEGAL DECISIONS 


[Eprror’s Note: The following are brief summaries of recent de- 
cisions of the Canadian Courts as taken, by the kind permission of 
the Canada Law Book Company, from the Dominion Law Reports. 
In each case reference is made to the volume of the Reports where the 
full judgment may be found. It should be kept in mind that the de- 
cisions given may not in every case be final.] 

Income tax—Payment of charges out of production units— 


Liability of owners to tax 
(Snyder v. Minister of National Revenue) 
Supreme Court of Canada 


The licensees of oil mining rights transferred their 
rights to a company of which they were sole shareholders, 
the company agreeing to sell sufficient units in the produc- 
tion of the well to pay costs of production and to transfer 
the remaining units to the licensees subject to the payment 
thereout of specified production charges. These charges 
having been paid as provided, held, the amount thereof, 
never having come into the licensees’ hands, was not assess- 
able as income. Hudson and Crocket JJ. dissented on the 
ground that such charges were really payments made by 
the licensees for the units of production transferred to 
them.—[1939] 3 D.L.R. 506. 


[NoTte: A report of the judgment of the Exchequer Court of 
Canada in this case appeared in the October 1938 issue of THE CAN- 
ADIAN CHARTERED ACCOUNTANT. ] 


Income tax—Brewery’s expenditures for treating—Whether 
deductible—Violation of Manitoba Statute 


(Riedle Brewery Ltd. v. Mimster of National Revenue) 
Supreme Court of Canada 


Expenditures of a Manitoba brewery in purchasing its 
own beer in licensed premises for treating purposes with 
the object of maintaining and increasing its sales, such 
being the practice of all brewers in the Province, are ‘“‘nec- 
essarily, wholly and exclusively laid out or expended for 
the purpose of earning the income” within the meaning of 
s. 6(a) of the Income War Tax Act, R.S.C. 1927, c. 97, and 
though not attributable to the income earned in any one 
year are deductible from the gross income of the year in 
which they are made. Per Crocket and Kerwin JJ.: The 
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fact that the expenditures were made in violation of the 
Government Liquor Control Act, 1938 (Man.), c. 31 was 
immaterial in this proceeding. Per Duff C.J.C.: Proof was 
lacking that there was an actual violation of the Manitoba 
statute in respect of the expenditures in question, and, 
moreover, this question could not be investigated by the 
Minister. Rinfret and Davis JJ. dissented on the ground 
that the expenditures, being made in violation of the Mani- 
toba statute, were not “necessary” expenditures and, if the 
provincial law were not to be considered, they were of too 
abnormal a character to fall within the contemplation of 
the statute as expended for the purpose of earning the in- 
come. Nor were they “exclusively” expended for that pur- 
pose, being designed in part to prevent a diminution of 
sales.—[1939] 3 D.L.R. 436. 


[NoTe: A report of this judgment was published in the August 
1939 issue of THE CANADIAN CHARTERED ACCOUNTANT. ] 


The summary of the following case has been taken from the 
Dominion Report Service.) 


Auditors — Special school audit — Responsibility of rate- 
payers for costs 


(Commissaires d’Ecoles de Ripon v. Gregheur et al.) 
Superior Court, Hull 


The recourse of an auditor for the costs of a special 
audit is against the corporation which appointed him as he 
is its employee. 

When suit is entered by the corporation against the 
ratepayers who requested the audit to recover the costs 
thereof, the ratepayers may set up any defence which the 
corporation could have set up and in particular may plead 
that the audit was not made in a proper manner; an inscrip- 
tion-in-law against paragraphs of an amended plea alleging 
irregularities in the audit will be dismissed. 

The Superior Court has jurisdiction ratione materiae to 
hear an action of this nature. 77 S.C. 209: [1939] D.R.S. 
(Q. 845). 
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An Explanation 


Guardian Insurance Company v. Sharp, Milne & Co. 
(Quebec Superior Court)—In our issue of April 1939 refer- 
ence was made in this column to this case, a judgment on 
which was handed down in August 1938. In the heading the 
words “Failure to discover misappropriation” appeared. 
Messrs. Sharp, Milne & Co., the defendants, inform us that 
these misappropriations were discovered by them. We are 
pleased to bring this to the attention of our readers in case 
a wrong impression was conveyed to them by the heading 
in the April issue. We are also informed that an appeal 
has been entered in this case. 


PROVINCIAL NEWS 
BRITISH COLUMBIA 


A luncheon meeting of the British Columbia Institute 
was held in Hotel Vancouver on Tuesday 29th August 1939. 
Guests of honour were Mr. Clem W. Collins, President of 


the American Institute of Accountants and Mr. Austin H. 
Carr, Secretary-Treasurer of The Dominion Association of 
Chartered Accountants. Mr. W. G. Rowe, President of the 
British Columbia Institute, presided. 

Mr. Collins addressed the meeting and dealt with some 
of the problems of the profession. Accountancy being a 
relatively young profession, it is necessary, he said, that 
its members be alert to keep procedures abreast of the 
growth and increasing complexity of business. The public, 
it would seem, was too prone to look at the auditor’s signa- 
ture on a balance sheet and assume that everything was 
‘ in order, although the report might contain important 
qualifications. The recent work of the American Institute 
of Accountants on a review of audit procedure laid emphasis 
on the necessity of the auditor’s report stating clearly the 
nature and extent of the verifications made, and when ade- 
quate verifications were not within the competence of an 
accountant to make, to so state in the report. To an ap- 
preciable extent the auditor has to rely upon the integrity 
of company officials for the statement of facts and values 
that can be expressed only with technical knowledge seldom 
possessed by accountants. Therefore, in reporting on a 
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balance sheet the accountant expresses only a professional 
opinion and cannot guarantee values. 

Mr. Collins was of the opinion that circumstances else- 
where in the world would seem to be a display of bad 
manners and that Canada and the United States offer the 
world a good example of how two peoples may exist side 
by side without jealousy or mistrust. He said he ap- 
preciated deeply the hospitality and cordial friendship 
shown to him during his visit to Canada. 

Mr. George E. Winter of Vancouver expressed to Mr. 
Collins the thanks of the British Columbia Institute for 
his instructive address and referred to the considerable 
extent to which the accountants of the United States and 
Canada co-operate in the purposes of improving their pro- 
fessional standards. In addition to reciprocal attendance 
at the annual meetings of the institutes in the United 
States and Canada, he cited two instances—Seattle in 1915 
and Buffalo in 1928—when the institutes of both countries 
held joint meetings. 

Mr. Carr was welcomed, again, to Vancouver by Mr. 
Rowe, President of the British Columbia Institute, who ex- 
pressed the thanks of the Institute for his effective work 
as Secretary-Treasurer of the Dominion Association and 
as editor of THE CANADIAN CHARTERED ACCOUNTANT. 


OBITUARY 


The Late Frederick James Stiff 


The Institute of Chartered Accountants of Ontario 
regrets to announce the death at Toronto on August 
81st of Frederick James Stiff. 

The late Mr. Stiff was a partner of the firm of Stiff 
Bros. & Sime, Chartered Accountants, and had been a 
member of the Ontario Institute for over thirty years. 

Elected to Council in 1924, he continued as a mem- 
ber until his retirement in 1933, during which period 
he served as Secretary for the years 1927-28 and 1928- 
29, as Vice-President, and as President for the year 
1931-32. In 1924 he was elected a Fellow. 

To his widow, daughter and two sons the Institute 
extends sincere sympathy. 
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STOCK BROKERS’ ACCOUNTS 
Theory and Practice 


This series of discussions on the subject of stock brokerage ac- 
counting theory and practice has been prepared by a group of members 
of the profession familiar with the subject. They desire to have it 
understood that the definitions, opinions and observations appearing 
in this column are their own and are not necessarily those of the 
Dominion Association. 


Audit of Margin Accounts 
(Continued from September issue) 


It is the custom of all exchanges and all well managed 
brokerage firms to require a “margin” of protection for the 
broker between either the amount the client owes the broker 
and the market value of the security held as collateral 
(long position), or the amount the broker owes his client 
and the market value of the security sold short. The 
amount of the margin varies between the exchanges but 
the “standard” is so fixed that, under normal conditions, 
if the need arises, the broker is able to liquidate the amount 
without incurring any loss to himself. As clients’ accounts 
(long and short) are by far the largest items in the balance 
sheet of a broker, it can be readily seen how important 
this margin position is. In order that a clear understand- 
ing of the broker’s position may be had, it is necessary to 
segregate these accounts into groups. Group one naturally 
would be those which are up to the “standard,” i.e. fully 
margined accounts. The second grouping would be those 
which are fully protected by the market value of the secur- 
ity but do not reach the “standard’”—described as under- 
margined accounts. The third group would be those which 
are only partially protected by collateral—partly secured 
accounts. The fourth group would be those which are en- 
tirely unsecured—unsecured debit balances. The fifth group 
would be those which constitute a direct liability of the 
broker to his client—free credit balances. There is some- 
times a sixth group added of those accounts in groups two, 
three and four, which are paid up immediately after the 
date of the examination—cash settlement accounts. 

The procedure to determine these groupings is exhaus- 
tive but essential. The following is a condensed description 
of a procedure presently used: 

A special statement called a “Margin Sheet” (see Ex- 
hibit A) is prepared by the broker’s staff in conjunction 
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with the clients’ statements. It will contain (1) the name of 
the client ; (2) the ledger account balance, debit or credit, and 
(3) the securities held for the client (long) or sold short. 

The margin sheets and the clients’ statements are com- 
pared with the ledger accounts. 

From a recapitulation of the stock position book, which 
has been priced and valued, the market price and value of 
the securities set forth on the margin sheet can be posted 
and totalled. 

By applying the margin requirements, as adopted, to 
each security the total margin requirement for each and 
every account will be obtained. 

The next step is to relate the factors thus far obtained, 
namely, (a) account balance, (b) aggregate security value 
and (c) total margin requirements, so that the groupings 
previously described may be obtained. To facilitate this 
the form (Exhibit A) has been designed to set forth the 
equity of the client and the over- or undermargined posi- 
tions. The example in the exhibit is self explanatory. 

When the groupings have been established and the classi- 
fications checked as provided, it is a very simple process to 
sort the accounts by groups and prepare adding machine 
tapes of the desired information: 


1. Fully margined accounts—(a) Balances of accounts 
(b) Aggregate value of 
security 


2. Undermargined acounts —(a) Balances of accounts 
(b) Aggregate value of 
security 
(c) Aggregate amount under- 
margined 


3. Partly secured accounts —(a) Balances of accounts 
(b) Aggregate value of 
security 
(c) Aggregate amount under- 
secured 
(d) Aggregate amount under- 
margined 


4, Unsecured debit balances—(a) Balances of accounts 
5. Free credit balances —(a) Balances of accounts 
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6. Cash settlement accounts—(a) Balances of accounts 
(b) Aggregate value of 
security. 


With this information available, a true and proper valua- 
tion can be made of the financial position of the clients’ 


accounts. 
EXHIBIT A 
Client’s Name Ledger Balance 
MR. X 5,000.00. DR. 
(CREDITS IN RED) 
Fully Under Partly Cash 
Free Margined | Margined| Secured Unsecured Settlement 





Value of Securities 5,750.00 
Less Dr. Balance 5,000.00 
Equity of Client 750.00 


Margin Requirement 1,725.00 


Under Margined 














guares|  Seourtty | "Priest | Maine’ | % | meauirement 
10 Street Cars Inc. $75 750.00 30 225.00 
100 Motors Co. Ltd. $50 5,000.00 | 1,500.00 
TOTAL 5,750.00 . 4 1,725.00 
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STUDENTS’ DEPARTMENT 
R. G. H. SMAILS, C.A., Editor 


NOTES AND COMMENT 

The world that we had known was already slipping from 
beneath our feet when the copy for last month’s issue of 
the magazine was being prepared. Now it has gone—and 
no matter what happens things can never, for many of us, 
be quite the same again. 

In this new world there are however, as in the old, 
courses to be studied and examinations to be faced by ac- 
countancy students and there will be work of grave import- 
ance to be undertaken by their principals. 

Those for whom it may be decreed that they can best 
serve the national emergency by pursuit of their civil occu- 
pations will have to combat a restlessness and impatience 
which otherwise would impair their powers of concentra- 
tion and hence their effectiveness. 

Those to whom a more stirring and perhaps dangerous 
part is assigned will be kept in mind by the others who con- 
tinue to turn the pages of the Students’ Department. 


* * * 


STUDENT ASSOCIATION NOTES 


BRITISH COLUMBIA 

The annual dinner meeting and field day of the Students’ 
Association of the Institute of Chartered Accountants of 
British Columbia was held on Friday, lst September. To 
the gratification of the committee a large number of stu- 
dents participated in the golf and tennis tournaments, the 
respective winners of these events being Barry Boucher and 
G. H. Brickwell. 

Following the sports programme the annual meeting was 
held at the Quadra Club and dinner was served to the con- 
stant strains of the “Beer Barrel Polka,” a popular Wur- 
litzer contribution by J. T. Watt. The students were hon- 
oured at the dinner by the presence of two members of the 
Institute, Messrs. N. Cowan and A. D. Rogers. A lengthy 
discussion concerning examinations followed and, as it was 
apparent that those present unanimously favoured having 
the law examinations in May, a motion was passed em- 
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powering the Student Council to communicate with the 
senior body on the matter. 

The following members were elected to Council for the 
year 1939-40: J. T. Billar, J. W. Stacey, K. C. Bruce, A. H. 
Affleck, J. A. McIntyre, M. J. Wachs and R. D. Young. The 
meeting concluded with a vote of thanks to the retiring 
members of Council in appreciation of their work during 
the past year. 


ONTARIO—Toronto 

At a recent meeting of the Council certain activities 
were arranged for the fall and winter, and these are out- 
lined below; a full report will be given next month of such 
activities as have then taken place. 

Senior, Intermediate and Primary group meetings will 
be held once a week, for five weeks, for the purpose of 
discussing specific problems, and at each group meeting 
there will be a special speaker. These meetings will be 
held in the Institute rooms on consecutive weeks, with the 
exception of the week of October 1st. During this week 
there will be no group meetings, but on October 5th there 
will be an informal dinner, at which there will be a special 
speaker. At this dinner students will also hear brief ad- 
dresses on the new curriculum and on how to write exam- 
inations. 

After the last of the group meetings has been held a 
lecture on law will be arranged, and following this there 
will be little to do but write the examinations. The com- 
mittee is giving consideration to the holding of a bowling 
nignt following the examinations. 

From the above it will be seen that every attempt is 
being made to combine social and academic activities. How- 
ever the Council is stressing the latter in the hope that 
students will profit therefrom, and with this in mind will 
welcome suggestions from members as to new and different 
activities or ways of improving the present system of group 
meetings and lectures. 


QUEBEC 

The Chartered Accountants Students’ Society of the 
Province of Quebec, which enjoyed last year a very success- 
ful round of educational, social and sporting activities, has 
again planned an instructive and stimulating programme 
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for the current fall season. Several study and discussion 
groups are being undertaken to assist the members in their 
educational pursuits. A series of lectures on old examina- 
tion papers is being given to final students and one or two 
similar discussions will be held by the intermediates, in 
preparation for the first Dominion-wide uniform examina- 
tion in December. Last year’s successful French-speaking 
group will be repeated and it is suggested that English- 
speaking members take advantage of this splendid oppor- 
tunity to increase their knowledge of French by joining in 
the discussions which will deal generally with accounting 
theory and practice. There are being held also a series of 
discussions dealing with the Income War -Tax Act (Do- 
minion) and one on the fundamentals of public speaking. 
It has been recommended by chartered accountants who 
have attended discussion groups in previous years that 
special groups primarily for chartered accountants be con- 
ducted on subjects which would encourage the participation 
of senior members. The Society, with this in mind, is spon- 
soring a series of roundtable discussions on topics of in- 
terest. 


The social and athletic committee has been by no means 


idle and is welcoming any suggestions from members re- 
garding its proposed social functions and athletic competi- 
tions such as banquet, smoker, dance, golf, tennis and 
bowling. 


PROBLEMS AND SOLUTIONS 


Solutions presented in this section are prepared by a practising 
chartered accountant of the Institute from whose examinations the 
problem is taken and represent his views and opinions. They are 
designed not as models for submission to the examiner but rather as 
such discussion and explanation of the problem as will make its study 
of benefit to the student. Discussion of solutions presented is cordially 
invited. 

PROBLEM I. 
THE INSTITUTES OF CHARTERED ACCOUNTANTS OF 
ALBERTA AND ONTARIO 


INTERMEDIATE EXAMINATIONS, DECEMBER, 1938 
ACCOUNTING NO. 2, Question 6 


The following statements of the Productive Manufacturing Com- 
pany Limited have been handed io you for examination and revision, 
if necessary. The company is operating under the Dominion Compan- 
ies Act. 
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THE PRODUCTIVE MANUFACTURING CO. LTD. 





Statement of Assets and Liabilities 
November 30th, 1938 


ASSETS 
Current Assets 
Cash on hand and in bank ..........0. $ 3,800.00 
Cash in bank—savings account ........... 5,000.00 
Accounts Bereivaie «oo. ccseccrecccese 39,800.00 
Oe ee eee eee 8,900.00 
Merchandise Inventory .................4. 80,000.00 
Prepaid Assets 
Unearned insurance premiums ............ $ 1,400.00 
SAREE Scie 5Gs bes weinenGsaassweee 100.00 
Capital Assets 
PURNG BUG FUGA occ oc ooinis cciecne ces $ 92,000.00 
Less allowance for depreciation ......... 55,000.00 
LIABILITIES 
Current Liabilities 
OULSDARGING CHBGUES 2.5 oocsccsccesccceees $ 6,700.00 
EAN PN RIE 5 6 b.0;5 00 5 i0s loin jae 06 wre 80,000.00 
eAEN ES SD TENS 6 wc ince n a ciewicscsee see 8,000.00 
PONS PRUUNNO books o since secsscteaes 10,000.00 
Deferred Liabilities 
Accrued Interest Payable ................ $ 100.00 
Allowance for Workmen’s Compensation 
MEE csc chee en cvuwe seas sce suas xu 1,300.00 
Accrued Light and Heat .................. 400.00 
Allowance for Income Tax .............. 1,500.00 
NIN NN 65 cs esi ein bien obs rae ore 
Capital and Surplus 
Rte cscs si eseeeshe hose $ 50,000.00 
Reserve Account for bonds ............... 10,000.00 
EE Cease can cabiotouls ten ssa sean siow 25,000.00 
Prom and Loss Account ...........<ccca 21,000.00 


Contingent Liability 
Bills Receivable (discounted at bank)...... $ 13,000.00 
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$137,500.00 


1,500.00 


37,000.00 
$176,000.00 


$ 54,700.00 


3,300.00 
12,000.00 


106.000.00 
$176,000.00 
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Profit and Loss Statement 
November 30th, 1938. 


PN ices ese aa eie a caer costae eReanes $361,900.00 
ee 800.00 
$361,600.00 
Cost of Sales 
Inventory December Ist, 1987 ............ $ 75,300.00 
PINE Beis oie 2 SUA Sasa howe Zee Hes 220,500.00 
$295,800.00 
Inventory November 30th, 1988 ........... 80,000.00 
$215,800.00 
Manufacturing, selling and administrative 
Bran er re ee re 127,900.00 
NNN Soe os Sig 3 eee a se éw sie tig Sta lannle' 500.00 
PP REIIEUOEE oso Scala eisiereainlerd erecnhe rma e emt 8,000.00 
————._ 852,200.00 
PRR A PORE, os Sods iwabe see sewaee $ 9,400.00 
Profit and Loss Account 
TROVOINUEE BOG, TOOT oc oie oo dhecis canancses $ 19,300.00 
Less Dividend paid ............ $ 5,900.00 
Allowance for Income Taxes.. 1,800.00 7,700.00 
—$_—_——_—_—_. ——_—_———_ 11,600.00 
Profit and Loss Account November 30th, 1938 .......... $ 21,000.00 


Manufacturing, Selling and Administrative Expenses 
November 30th, 1938 


WR, ice esac 5236 NaN SOE ROOTS eR en Maw NER ER RS $ 71,200.00 
UENO 2566 55-64 Sea RIatata ae Ao Nir is Wis aia bere ee N AIS 18,200.00 
Office expense— 
DUIS aire sinks oe DUswa a aie ae esinasin $ 2,700.00 
PONS TNA ORONO io 5 5h oo i Sas eieaw via 900.00 
——_——. 3,600.00 
Factory expense— 
NEE Nata Sore AON Sieh sana Sly ahs $ 3,900.00 
repairs and replacements ............... 7,300.00 
RO eta oie aide oie Scere ats Sta duand aie’ 900.00 
SNE I NN > o i2 io o's oieniee Rb dais’ -sere's 300.00 
————-_ 12,400.00 
Delivery expense— 
BE EE sis e'o se’ ons ewe veee $ 5,700.00 
PIN CMOREOE OEE 65056 cs ckicsuces eee nn 2,300.00 
$ 8,400.00 
eas Siar die ai ea ie wig al eheed eiaveene 500.00 
EIOIGAY GRO COTLERS 6... 66. ib ba esies 8,500.00 
——_—__—_ 7,400.00 
PRIN Roar Rig des os Genie ais Sealer bie wee alee eee 1,500.00 
IE NNN sha ses is RE ROE ea nsna Se nie rae 2,400.00 
Sah re cpxgigaser a athre silos ar RISEN SAN Meds he SAIC ME OE ae an 800.00 
UI 8568s Copiuste Beara ty het atl ie Mera stn we Reis 1,600.00 
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General Expense— 


MEMND obo ok Gs epee Gaksesekawsdueeshs $ 1,300.00 
SI 5125S faethe ais biG 01s he sola wg 0 90 8 200.00 
RNIN Co Sa areclss ih ic o's 51:6 'b S'wisiersa'aiw 40> 100.00 
workmen’s compensation ............... 2,600.00 
life insurance— 

I Gs Unie e Save soe ban Gaowe hie 1,200.00 

ee 5,400.00 

ee SS Ie Pi Oe eS eerie 2,400.00 
Interest on mortgage and loans ............. $ 900.00 
Bank interest and charges .................- 3,600.00 
$ 4,500.00 
Less Interest earned and purchase discount .. 3,500.00 

we 1,000.00 

$127,900.00 


Your examination of the company’s records discloses: 

The Cash on hand and in bank is made up of petty cash $100.00, 
cash on hand $2,100.00, and bank balance $1,600.00. The Accounts 
Receivable contain accounts amounting to $800.00 which should be 
written off and a reserve of 5% should be provided on the remaining 
open accounts. The Merchandise Inventory is valued at cost and con- 
tains merchandise worth $500.00 which is only on consignment from 
Z Company Limited and has not otherwise been included in the 
records. The Inventory December 1, 1987, consisted of work-in-pro- 
cess $5,000.00, raw material $50,000.00 and finished goods $20,300.00. 
The Inventory November 30, 1938 consists of work-in-process $5,500.00, 
raw material $55,000.00 and the balance finished goods. 


The Plant and Equipment is valued at cost and includes the fol- 
lowing with depreciation as shown: 


Allowance Depreciation 


for Provided 

Cost Depreciation for Year 

Buildings—frame ............. $18,100.00 $ 7,400.00 $ 700.00 

Machinery and Equipment ...... 53,900.00 41,300.00 5,200.00 

Delivery and Equipment ($2,000 

fully depreciated) ........... 14,600.00 6,300.00 2,100.00 
SM COAG ue sea scs Sie oseShiawe 5,100.0 
Organization Expenses ......... 800.00 


$92,000.00 $55,000.00 $8,000.00 


Depreciation provided for the year should be adjusted to 5% on 
buildings, 10% on machinery and equipment and 25% on depreciable 
delivery equipment. 

The Capital consists of 200 shares of 7% cumulative preferred 
stock of a par value of $100.00 each, redeemable at $105.00 per share 
on three months’ notice and 300 common shares of a par value of 
$100.00 each. 

The Reserve Account for bonds was set up by transferring $10,- 
000.00 from surplus after the directors had resolved to set aside, out 
of surplus, sufficient funds to purchase $10,000.00 worth of bonds. 
This was done in 1931 but the bonds were never purchased. 
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The Surplus is an amount set aside from earnings by a resolution 
of the directors as it was their wish not to draw on this amount for 
dividends. 


Prepare revised statement showing the operations for the year 
| and balance sheet as at November 30th, 1938. 


SOLUTION 
THE PRODUCTIVE MANUFACTURING CO. LTD. 
BALANCE SHEET AS AT 30th NOVEMBER 1938 


ASSETS 
Current 
CGGN* Git) FIBRE 56.06 sisidiera'e wr acciaws $ 2,200.00 
Cash in Bank—Savings Account 5,000.00 
Accounts Receivable ......... $39,000.00 
BIE TRBBCIVG® oo i cccieisieesea%s 1,950.00 37,050.00 
BRS TEGCGIVEDIC® 6siscics inc cisce 8,900.00 
Merchandise Inventory at cost 
as certified by the manage- 
SN Wo Gas aie a edule eames 79,500.00 
$132,650.00 
Deferred Charges 
Prepaid Insurance ........... 1,400.00 
PPOTREG PANO. 5555 a 5s s.00:0's'es0's 100.00 
Organization Expenses ....... 300.00 
1,800.00 
Fixed 
el | 5,100.00 
Buildings—at cost ............ 18,100.00 
Less Depreciation Reserve .. 17,605.00 10,495.00 
Machinery and Equipment — at 
IE okie ca Vintneioe ie 66 Whale os'exe 53,900.00 
Less Depreciation Reserve .. 41,490.00 12,410.00 
Delivery Equipment—at cost .. 14,600.00 
Less Depreciation Reserve .. 7,850.00 7,250.00 
35,255.00 
$169,705.00 
LIABILITIES 
Current 
ees A ins i Sie ree wise die cee des $ 5,100.00 
MN ION go 5 a(5 kao 0 0.05: 0: diel Wd Wie wre stew ee 80,000.00 
Bills Payable—Trade .......cccsccsseces 8,000.00 
PN PUIG aici side. cs via osis Behe wesienes 10,000.00 
Provision for Income Tax ..........ce00 1,500.00 
Provision for Workmen’s Compensation 
WI hrc Neier ties Wiad. a naw See Reales Co 1,300.00 
PEOTERE. BOOPUER sti cieis os secs ss0eeaoee 100.00 
Light and Heat Accrued ..........cesse. 400.00 
$56,400.00 
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NN NNER 5 ooo icin bo ie bo we obo S.aye 12,000.00 


Capital & Surplus 
Preferred—7% Cumulative Redeemable— 


NE CO ont ik sab aes ew aes: 20,000.00 
Common—S00 shares .........cccceccses 30,000.00 
SRT EIN 859s sinc ass ba eke ow eee aes 25,000.00 
INNA TRMAREMRUD” 5 5-0-4 wis ele wie Gia sieaio si Geis 26,305.00 
$101,305.00 
$169,705.00 
Contingent Liability 
Bills Receivable (Discounted at Bank) .............. $ 13,000.00 


THE PRODUCTIVE MANUFACTURING CO. LTD. 


MANUFACTURING ACCOUNT FOR THE YEAR ENDED 
30th NOVEMBER 1938 


Inventory of Work-in-Process—1st December 1937 ...... $ 5,000.00 
Raw Materials 
Inventory—1st December 1937 ........... $ 50,000.00 
SIE cine Sic acim oo in ls FWia's Siete WS Wicd in 5-5 220,500.00 
270,500.00 
Less Inventory—30th November 1988 .... 55,000.00 
215,500.00 
IES EES PE ELE ETE E LE CE Eee ee ee 71,200.00 
Factory Expenses 
Se eee eee eee ae 8,900.00 
Repairs and Replacements .............. 7,300.00 
EEN cate als ows wisn ines senso 64 .6's:6 900.00 
PN SAL REND Sina s'vin Ass'n swine SWaainwuelers 300.00 
RO Sook aie wcessOewaasb ens enaesasieu 800.00 
i A EEO, OCTET ET CTE 1,600.00 
Workmen’s Compensation ............... 2,600.00 
Depreciation—Buildings ..............-. 905.00 
Depreciation—Machinery and Equipment . 5,390.00 
23,695.00 
315,395.00 


Less Inventory of Work-in-Process—30th November 1938 5,500.00 
Gast oF Geeta MammTOCtered o.oo oiioc kc icc cwiesicsiccocces $309,895.00 


TRADING ACCOUNT FOR THE YEAR ENDED 
30th NOVEMBER 1938 
PREPS coin isicua cep ester snes Ook A buen san ken sdaue eines $361,900.00 


Less Cost of Goods Sold 
Inventory of Finished Goods—1st Decem- 


SENT os cc eek eu se esas sunt esabeacee $ 20,300.00 
Cost of Goods Manufactured ............ 309,895.00 
330,195.00 
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Less Inventory of Finished Goods—30th 


November 1988 ......... 


en TOE S54 GSiwinaweseeres 


nese Wars 19,000.00 


$311,195.00 


athndclenaridislarstorniainu sere am $ 50,705.00 


THE PRODUCTIVE MANUFACTURING CO. LTD. 


PROFIT AND LOSS ACCOUNT FOR THE YEAR ENDED 
30th NOVEMBER 1938 


ON WEE 65S esis ook eae dees 


Less Expenses 
Selling 


RAVENS au sib iee sie kee died 
UE ois 065 56 seh Sive se 
COUIAINEIONS 55 055s Seas 
Salaries — Portion ....... 


Delivery 


Truck TEXpense «2.006660. 
PEOEMON) ccc baetewas seca ees 
Freight and Cartage ...... 


Depreciation — Delivery 


PRUIIBEEG Gyo 0:8 code eee 


Less Charged Out ......... 


Administrative 


BN odiss orsecesereews 
Office Supplies ........... 
Postage and Excise ........ 
IONS a 5iies os soe eeesias 
PORNO 66.8 OSS KR RA Sea 
DORR 6350 s4dad se saues 
Life Insurance—Directors .. 
Interest and Discount—Net . 
ee ee ee 


PRON TORE: Sse dks Deepa Resse 


AidSi tei aiale Siare,o aleve acme oan $ 50,705.00 


- $ 1,500.00 
. 2,400.00 
. 2,400.00 
- 8,000.00 $14,300.00 


. 5,700.00 
: 500.00 
. 8,500.00 


. 8,150.00 


12,850.00 


. 2,300.00 10,550.00 


- 10,200.00 
- 2,700.00 
‘ 900.00 
- 1,300.00 
, 200.00 
‘ 100.00 


1,200.00 
1,300.00 


. 8,250.00 21,150.00 


46,000.00 


MMe R PAE eRe be a $ 4,705.00 
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EARNED SURPLUS ACCOUNT FOR THE YEAR ENDED 
30th NOVEMBER 1938 


Balanco—ist December TOT 2... oc icc cvsccccsccecevce $ 29,300.00 
ee eT EOE oslo s a capac eka cece e's $ 4,705.00 
Less Provision for Income Tax .......... 1,800.00 

2,905.00 

82,205.00 

Dividends Paid 

SER 5 heh 6 1d iGo ie ia wis Win swe ee seve Be 1,400.00 
NE a cee athe A en Se Bol iaa Ban cig 6 4,500.00 

5,900.00 

Balance—30th November 1988 ..........cceececcceveee $ 26,305.00 


Note—Depreciation of $9,445.00 is included in the expenses for the 
year. 


PROBLEM II. 


THE INSTITUTES OF CHARTERED ACCOUNTANTS OF 
ALBERTA AND ONTARIO 


FINAL EXAMINATIONS—DECEMBER, 1938 
BUSINESS INVESTIGATIONS. Question 5. 


The Boulevard Land Corporation Limited (incorporated under 
the laws of your province) is organized for the purpose of acquiring 
a tract of land to be subdivided and sold as residential building lots. 
It is capitalized at 250 common shares of $100.00 par value, all of 
which is subscribed and paid for by 10 subscribers for 25 shares each. 


The property has been purchased for $35,000.00 of which $20,- 
000.00 is paid in cash and the balance of $15,000.00 is secured by a 
first mortgage on the part of the property laid out as lots. The 
remaining $5,000.00 of cash received from the sale of common shares 
is used to meet the costs of sub-dividing and for Working capital. 


The physical feature of this subdivision is a boulevard running 
through its centre, making lots on the boulevard more desirable than 
the others and consequently commanding a greater resale value. The 
ten shareholders have decided to reserve for themselves one lot for 
each of 50-foot frontage on the boulevard, and have, by drawing from 
a hat, been informed which lot is being reserved for each of them. 

A and B are partners and are engaged in the real estate business; 
in their personal capacities they are shareholders of Boulevard Land 
Corporation Limited. By proper vote of the shareholders, the partner- 
ship of A and B has been appointed as manager, fiscal agent and as 
general sales agent of the company. 

In making an audit of the company you find that,— 

(a) A and B have sold lots, some for cash, some for a combina- 
tion of cash and a mortgage; and that they have withdrawn 
from the Company cash to the amount of the commissions 
properly due to them as sales agents for the Company. 
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(b) In order to give purchasers clear title to the lots purchased, 
A and B as fiscal agents have arranged with the mortgagee 
that he will release individual lots from the general mortgage 
on payment to him of $25.00 per foot frontage on all lots 
facing the boulevard for which releases are required and 
$15.00 per foot frontage on all other lots for which releases 
are required. 

(c) The mortgage has been reduced from $15,000.00 to $5,000.00, 
and an analysis of the reduction of $10,000.00 shows that 
$7,500.00 was paid to release lots sold to outsiders and $2,- 
500.00 was paid so that A and B might obtain clear title to 
the lots on the boulevard reserved for them as shareholders. 


(d) A and B have paid no money into the Company other than 
their original contributions for shares as above noted. 

(e) Titles to the two lots mentioned are now in the names of A 
and B respectively. 

(f) The books of account show, of course, the payment of $10,- 
000.00 mentioned in (c) above, but contain no further entries 
covering the delivery of the titles to A and B. 


Would you have any comments to make regarding these findings? 


SOLUTION. 


None of the above-mentioned items require comment except those 
relating to the free delivery to A and B, as shareholders, of titles 
to the lots reserved for them. 

In a legal sense, this delivery would be construed as a distribution 
of assets to two shareholders, to the disadvantage of the other share- 
holders, made without the proper authorization of the directors of 
the company. The shareholders have approved the reservation, that 
is the withdrawal from those available for sale, of lots to be ulti- 
mately delivered free to themselves; but it is not stated in the 
question that delivery has been authorized by formal resolution. 


There are at least two schools of thought regarding the proper 
methods of accounting for the transactions of the Boulevard Land 
Corporation, and proponents of each school would advocate different 
treatments to cover the delivery of titles to A and B. 


1. Some feel that a proportionate or arbitrary part of the cost 
of the whole subdivision should be apportioned to each lot and that, 
as lots are sold or otherwise disposed of, this computed cost should 
be written off against the proceeds, if any, resulting from the dis- 
position, In this way, they arrive at an annual gross profit or loss 
resulting from sales effected in any fiscal period. If this general 
plan is followed, an entry would be required to remove from the cost 
of the whole subdivision the computed cost of the lots delivered to 
A and B, and it would seem necessary that this cost be debited to 
Surplus Account or to a Distribution of Assets Account. While the 
principle is good, the entry itself will only be as fair as the method 
of computing the cost of the lots. 

2. Others hold the view that no profit nor loss from a venture 
of this kind is realized until the whole subdivision is disposed of 
and, consequently, that no attempt can be made to determine any 
annual profit or loss resulting from the sale of lots. No allocation 
of cost is made, but a Realization Account is opened which is credited 
from time to time with the proceeds of the sale of lots and debited 
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with the cost of taxes, improvements and other carrying charges. 
The Balance Sheet of the company would show as an asset 


Investment in Real Estate: 


Original Cost (in this case) ........ $35,000.00 
Less Balance of Realization Account, 
BAY, Gicssedussscauns eye sens eoebes 15,000.00 $20,000.00 


This treatment is fully discussed in an article which appeared in 
THE CANADIAN CHARTERED ACCOUNTANT in December 1934 (Volume 25 
No. 7). 

Under this plan no accounting entry would be required to record 
the transfer of titles to A and B at least until the company had 
disposed of all the lots to be sold. It would be advisable, however, 
to carry a note on the Balance Sheet to the effect that two lots had 
been delivered free to two shareholders under a plan arranged by all 
the shareholders and subsequently to be approved by them. After 
all lots to be sold have been sold, the net profit or loss of the venture 
will be determined from the books, and there will be available to the 
remaining eight shareholders eight lots to be delivered to them free 
in addition to any cash return which may be available to them. 
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